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IN THE MATTER OF 
PENNZOIL COMPANY* 
File No. 3-820. Promulgated December 9, 1966 
Public Utility Holding Company Act of 1985—Sections 6 and 7 


MEMORANDUM OPINION AND ORDER 


In these proceedings, pursuant to Sections 6 and 7 of the Public 
Utility Holding Company Act of 1935 (“Act”), upon an application- 
declaration by Pennzoil Company (“Pennzoil”), a registered holding 
company, with respect to the refinancing of certain bank indebtedness, 
various municipalities in Louisiana and Mississippi (“municipali- 
ties”) have filed a “Notice of Interest, Intervention and Appearance” 
requesting, among other things, that this Commission, pursuant to 
Section 7(b) of the Act, issue an order requiring Pennzoil to show 
cause why its declaration should become effective, schedule a public 
hearing in this matter, and consolidate this proceeding with one under 
Section 11(e) of the Act relating to a plan for the consolidation of 
Pennzoil with its public utility subsidiary, United Gas Corporation 
(“United”), from which the municipalities purchase natural gas. 
Briefs were filed on behalf of Pennzoil and the municipalities, and 
we heard oral argument. 

Pennzoil has outstanding promissory notes held by twenty-six 
banks in the principal amount of $214,975,000, due December 31, 1966. 
In order to refund these notes Pennzoil proposes a public offering of 
up to $215,000,000 of interim notes, due June 30, 1968 or, at the option 
of the holder, December 31, 1967. Any unpaid principal balance of 
notes held by the banks not retired by the proceeds of the offering 
would be refinanced by the issuance of new promissory notes to the 
banks payable on or before July 31, 1968. On November 17, 1966, we 
granted Pennzoil an exemption from the competitive bidding require- 
ments of Rule 50 with respect to the issuance and sale of the interim 
notes. 

The municipalities state that their interest in these proceedings 
arises “from the anticipated adverse impact of Pennzoil’s continued 
control of United and its public utility operations on service and rates 
to gas consumers now served at retail by United in the municipalities.” 


*Inadvertently omitted from Vol. 43. 
45 S.E.C.—35 15619 
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However, the kind and degree of interest which make intervention ap- 
propriate depend on the particular circumstances of each case. In 
our opinion the interest which the municipalities have asserted is not 
relevant to the issues involved here respecting Pennzoil’s refinancing 
and does not warrant their intervention or a hearing as requested by 
them. No material increase in Pennzoil’s indebtedness has been pro- 
posed, and the refinancing will be on a temporary rather than a long- 
term basis. There does not appear to be any likelihood that the in- 
terest asserted by the municipalities will be adversely affected by the 
refinancing, and their basic contentions relate to aspects of the Penn- 
zoil-United relationship that appear to be relevant to the issues that 
have been raised in connection with Pennzoil’s consolidation plan 
rather than to those in the instant matter. 

The municipalities, as well as the Louisiana Public Service Com- 
mission, intervened in the pending Section 11(e) proceedings, and 
counsel for Pennzoil has recognized that as intervenors the munici- 
palities have the right in such proceedings to raise any objections rele- 
vant and material to their interests. We have issued a notice of hearing 
with respect to that plan, and have further instituted proceedings 
pursuant to Sections 11(b) (1) and (2) of the Act with respect to 
Pennzoil and United, have consolidated those procedings with those 
on the plan, and have made the Louisiana Commission and the mu- 
nicipalities parties to the consolidated proceedings. Among the is- 
sues specified for consideration in such consolidated proceedings are 
what steps, if any, Pennzoil and United and their subsidiaries must 
take in order to effect compliance with Sections 11(b) (1) and (2) of 
the Act; whether the proposed assumption by the consolidated com- 
pany of liabilities of Pennzoil and United, including the notes of 
Pennzoil now held by the banks or as proposed to be refunded, satis- 
fies the standards of Section 7(d) of the Act; and whether the transfer 
of assets to, and assumption of liabilities by, the consolidated com- 
pany, as proposed by the plan, will be detrimental to the public in- 
terest, the interest of investors or consumers or to the carrying out 
of the provisions of Section 11, and, if not, will serve the public in- 
terest by tending towards the economical and efficient development of 
an integrated public utility system. We shall therefore deny interven- 
tion to the municipalities and the other relief which they have re- 
quested here. 

Accordingly, IT IS ORDERED, that intervention in these pro- 
ceedings by various municipalities in Louisiana and Mississippi and 
their request for a hearing herein and other relief be, and they hereby 
are, denied. 

By the Commission. 


1 Holding Company Act Release No. 15618 (December 8, 1966). 
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IN THE MATTER OF 
MIAMI SECURITIES, INC.* 
NICHOLAS M. TORELLI 
File No. 38-2892. Promulgated March 25, 1971 
Securities Exchange Act of 1984—Section 15(b) 


ORDER POSTPONING EFFECTIVE DATE OF REGISTRATION 


In these proceedings pursuant to Section 15(b) of the Securities 
Exchange Act of 1934 (“Exchange Act’’) to determine whether an ap- 
plication for broker-dealer registration filed by Miami Securities, Inc. 
(“applicant”) should be denied and whether remedial sanctions should 
be imposed on Prudential Investment Corporation (“registrant”), a 
registered broker-dealer, and Nicholas M. Torelli, president and con- 
trolling or sole stockholder of both applicant and registrant, the issue 
now before us is whether it is necessary or appropriate in the public 
interest or for the protection of investors to postpone the effective date 
of applicant’s registration pending final determination of the denial 
issue. Pursuant to the procedure provided by Section 15(b) (6) of the 
Exchange Act for the determination of the postponement issue, af- 
fidavits were filed by our Division of Trading and Markets and by re- 
spondents and we heard oral argument. 

The order for proceedings alleged, among other things, that reg- 
istrant, willfully aided and abetted by Torelli, willfully violated Sec- 
tions 15(c) (3) and 17(a) of the Exchange Act and Rules 15c3-1 and 
17a-5 thereunder in that it effected securities transactions during the 
period from about January 31 to February 10, 1971, when its net 
capital was below the required $5,000 minimum and its aggregate in- 
debtedness exceeded 2,009% of its net capital, and failed to file a 
report of financial condition for the calendar year 1970. The order 
further alleged that during the above period, registrant and Torelli 
willfully violated the antifraud provisions of Section 10(b) of the Ex- 
change Act and Rule 10b-5 thereunder in that they accepted orders 
for the purchase and sale of securities and effected transactions for 


*Inadvertently omitted from Vol. 44. 
1Pursuant to Section 15(b)(6), our order instituting these proceedings postponed the 
effective date of the application for 15 days, until March 26, 1971. 
45 S.E.C.—34——9118 
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customers at a time when registrant was incapable of promptly con- 
summating such transactions and without disclosing such fact.? 

According to affidavits of two Commission employees, an examina- 
tion of registrant’s books and records in February 1971 revealed that at 
January 31, 1971 it had a net capital deficit of $39,015 and a total net 
capital deficiency under the 20 to 1 requirement of $44,161, and that, 
from February 1 to February 10, it had 59 transactions with customers 
while in violation of the net capital rule. The affidavits further state 
that registrant has not filed a financial report for 1970. 

Respondents urge that it is not necessary in the public interest to 
postpone the effectiveness of applicant’s registration. Largely on the 
basis of affidavits by Torelli and the accountant who audited regist- 
rant’s books, they contend that any violations that may have been 
committed were not willful, that there was no scheme to defraud cus- 
‘ tomers, and that the limited nature of applicant’s proposed business 
will obviate any risks to public investors and will not present the prob- 
lems involved in the allegations as to registrant. According to an 
affidavit by Torelli, on the advice of the accountant and counsel he 
caused registrant to cease doing business on February 10, when the 
accountant informed him that registrant might be in violation of net 
capital requirements; he was not previously aware that registrant 
might have a net capital deficiency ; and he thereafter began the orderly 
liquidation of registrant to insure that all customers would receive 
funds and securities due them. Respondents state that Torelli con- 
tributed additional capital toward this end. The affidavit further states 
that on February 18, Torelli, in order to save expenses and conserve 
registrant’s capital, instructed the accountants to terminate their audit 
in the belief that the financial report for 1970 would not have to be 
filed since registrant intended to request withdrawal of its registration 
as soon as possible.’ Torelli also states that applicant seeks to engage 
in business only as a retailer of mutual fund shares and unlike regis- 
trant does not intend to engage in any over-the-counter trading or 
operations. 

The record before us indicates, and respondents do not deny, that 
registrant, under the control of Torelli, engaged in business in viola- 
tion of our net capital rule and failed to file a required financial re- 
port.* We also note that in March 1970, a federal district court, on the 


2 Under Section 15(b)(5) of the Exchange Act, willful violations or willful aiding and 
abetting of violations of that Act or rules thereunder by Torelli, if established by evidence, 
would provide a statutory basis for denial of applicant’s registration. 

8A withdrawal notice was in fact filed on March 12, 1971. However, pursuant to Rule 
15b6-1 under the Exchange Act, such notice, having been filed after the institution of 
proceedings, will not become effective except at such time and upon such terms and con- 
ditions as we deem necessary or appropriate. 

4There appears to be no basis for respondents’ contention that it was not clear that 
such report was required to be filed in view of the cessation of registrant’s business. 
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stipulation of.registrant and Torelli, entered an order directing them 
not to violate the registration and antifraud provisions of the securi- 
ties acts in connection with transactions in certain securities.® The mat- 
ters raised by respondents bearing, on the degree of culpabiJity will be 
more appropriately developed through the process of an evidentiary 
hearing. And we cannot agree with respondents’ contention that ap- 
plicant’s registration should be permitted to become effective, in ad- 
vance of full exploration of the ultimate issues raised in these proceed- 
ings, because its activities would be more limited than those of 
registrant. What we stated in a recent case also involving the issue of 
postponement is equally pertinent here: “It is not consistent with the 
public interest and the protection of investors, while revocation and 
bar proceedings are pending against a registered broker-dealer and its 
president and sole stockholder, to permit the effective registration as 
a broker-dealer of an applicant which has as its president and sole 
stockholder the same individual.” ° 

Under all the circumstances, it is appropriate in the public interest 
and for the protection of investors to postpone the effective date of 
the registration application pending final determination whether such 
registration shall be denied. This finding is not to be construed as a 
determination on the issue whether registration should be denied; that 
issue is not now before us. 

Accordingly, IT IS ORDERED that the effective date of regjistra- 
tion as a broker and dealer of Miami Securities, Inc. be, and it hereby 
is, postponed until final determination of the question whether the 
application for registration should be denied. 

By the Commission. 


58§.E.C. v. Bonella, et al., D. Colo., Civ. Action No. C—2071. The stipulation provided 
that any order entered pursuant to it could not be regarded as an injunction within the 
meaning of any federal statute, and the order therefore does not provide a statutory basis 
for denial of registration. However, the entry of the order may appropriately be considered 
on the question of public interest. 

6 Patrick R. Reynaud de Saint Oyant, Ltd., 43 SEC 1143 (1969). 








IN THE MATTER OF 


THE NATIONAL ASSOCIATION OF SMALL BUSINESS 
INVESTMENT COMPANIES* 


File No. 3-1825. Promulgated May 14, 1971 
Investment Company Act of 1940—Section 6(c) 


EXEMPTIONS 
Transactions with Affiliates 
Convertible Securities 


Application by association of licensed small business investment companies, 
pursuant to Section 6(c) of Investment Company Act of 1940, for exemptions 
of small business investment companies so as not to require prior Commission 
approval of transactions with affiliates and so as to permit issuance by such 
investment companies of convertible securities, denied, the Commission finding 
that such blanket exemptions would be contrary to statutory scheme and in- 
terests of public investors in small business investment companies sought to be 
protected under Act. 


Issuance of Stock Options 


Application pursuant to Section 6(c) of Act for exemption so as to permit 
issuance of stock options by small business investment companies to their of- 
ficers and employees, granted, subject to conditions for protection of investors. 


APPEARANCES : 
Sydney H. Mendelsohn and Paul R. Huard, for the Division of 
Corporate Regulation of the Commission. 


Charles M. Noone, for The National Association of Small Business 
Investment Companies. 

Eric W. Weinmann, Jerome Garfinkel and John J. Sharp, for the 
Small Business Administration. 

Merle Thorpe, Jr. and Douglas A. Nadeau, of Hogan & Hartson, 
for Greater Washington Investors, Inc. 


FINDINGS AND OPINION OF THE COMMISSION 


The National Association of Small Business Investment Companies 
(“NASBIC”), an association of Small Business Investment Com- 
panies (“SBICs”) licensed by the Small Business Administration 


*Inadvertently omitted from Vol. 44. 
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(“SBA”) pursuant to the Small Business Investment Act of 1958 
(“SBI Act’), applied on behalf of its members, pursuant to Section 
6(c) of the Investment Company Act of 1940 (“Act”), for exemption 
of all SBICs subject to registration under the Act from most of the 
provisions of the Act.1 A number of NASBIC members joined in the 
application, and the SBA supported it. Following a hearing, the hear- 
ing examiner issued an initial decision conditionally granting exemp- 
tion from the prohibitions of Sections 17(a) and 17(d) against 
certain dealings between a registered investment.company and an af- 
filiated person, and from Sections 18(d), 19 and 23 to the extent that 
they prohibit the issuance of stock options by a registered investment 
company to its officers and employees.” 

The Division of Corporate Regulation (“Division”) filed a petition 
for review, which we granted, with respect to the examiner’s grant of 
the aforesaid exemptions. In addition, NASBIC requested review of 
the examiner’s denial of exemption from the statutory provisions re- 
stricting the issuance of convertible securities. Briefs were filed by the 
Division opposing the grant of any exemptions, by NASBIC and SBA 
in support of exemptions, and by Greater Washington Investors, Inc. 
(“GWI”), a registered closed-end investment company, in support of 
an exemption for stock options, which it requested be made available 
to all “venture capital” investment companies.* We heard oral argu- 
ment. Our findings are based upon an independent review of the 
record. 

I. Tue Statutory Provisions 


Section 17(a) of the Act in general prohibits an affiliated person of 
a registered investment company from selling to or buying from such 
company any securities or other property, or borrowing from such 
company money or other property, subject, however, to the provision 
in Section 17(b) that upon application we shall exempt any such 
proposed transaction from such prohibition if evidence establishes that 
the terms of the proposed transaction are reasonable and fair and do 
not involve overreaching and the proposed transaction is consistent 
with the policy of each investment company involved and with the 


1The application recited that NASBIC has 230 active members, of which 29 were 
registered under the Act as closed-end management investment companies, and estimated 
that its members account for 80% of the assets currently committed to the SBIC program. 

2The exemption from Sections 17(a) and 17(d) was subject to the condition that for a 
period of one year we be furnished copies of applications by SBICs registered with us for 
exemptions pursuant to SBA regulations and of the exemptive orders issued by SBA. The 
exemption for stock options was conditioned upon the adoption by SBA of regulations 
satisfactory to us with respect to the issuance of restricted stock options. 

°“Venture capital’ investment companies, for which special treatment is provided in 
Section 12(e) of the Act, generally engage in the business of furnishing capital to industry, 
financing promotional enterprises, and purchasing securities of issuers for which no ready 
market exists. 
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general purposes of the Act. Section 17(d) of the Act and Rule 17d-1 
thereunder prohibit such an affiliated person from participating as a 
principal with such investment company in a joint enterprise or ar- 
rangement unless an application regarding such transaction is granted 
by us.* Subject to the exceptions enumerated therein, Sections 18(d) 
and 23(a) of the Act prohibit, respectively, a registered management 
investment company from issuing warrants or rights to purchase its 
securities ° and a registered closed-end investment company from is- 
suing any of its securities for services or for property other than cash 
or securities.® 

Section 6(c) is a general exemptive provision under which we may 
exempt any person or any class of persons from any provision of the 
Act if and to the extent that such exemption is necessary or appropri- 
ate in the public interest and consistent with the protection of investors 
and the purposes fairly intended by the policy and provisions of the 
Act. It was designed to afford us discretionary authority to deal 
equitably with situations which could not be foreseen at the time the 
legislation was enacted.’ The propriety of granting the relief sought 
“largely depends upon the purposes of the section from which an ex- 
emption is requested, the evils against which it is directed, and the 
end which it seeks to accomplish”. We have noted that the power 
under Section 6(c) to free any person from any section of the Act is 
one which must be exercised with circumspection.® The showing re- 
quired in order to meet the public interest and related standards set 
forth in Section 6(c) is that the compliance from which exemption is 
sought is not necessary to accomplish the Act’s objectives and policies.?° 

The SBI Act’s prime purpose is to establish a program to stimulate 
and supplement the flow of private equity capital and long term loan 
funds to small business concerns and for this purpose SBA is autho- 
rized to license and lend money to SBICs which in turn can provide 
the loans and equity type fundings to small business concerns.’! The 
Investment Company Act is not applicable to an SBIC which does 
not have more than 100 securityholders and which is not making and 


Rule 17d-1(b) provides that in passing upon such an application, we will consider 
whether the participation of the investment company in such joint enterprise or arrange- 
ment is, among other things, “consistent with the provisions, policies and purposes of the 
Act.” 

5 The convertibility feature of a convertible security has been held to be, in effect, a right 
to purchase prohibited by Section 18(d). Alleghany Corporation, 37 S.B.C. 424 (1956). 

6 Section 22(g) contains a similar prohibition with respect to a registered open-end invest- 
ment company. Section 19 deals with the payment of dividends. 

7 The Great American Life Underwriters, Inc., 41 S.E.C. 1, 4 (1960). 

8 Transit Investment Corporation, 28 S.E.C. 10, 15-16 (1948). 

®°The Great American Life Underwriters, Inc., supra, p. 5; Variable Annuity Life 
Insurance Company of America, 43 S.E.C. 61, 64 (1966). 

10 The Trust Fund Sponsored By the Scholarship Club, Inc., 43 S.E.C. 917, 921 (1968). 
11 See Sections 102, 301 and 303 of the SBI Act (15 U.S.C. 661, 681 and 683). 


THE NATIONAL ASSOCIATION OF SMALL BUSINESS 9 
INVESTMENT COMPANIES 


does not presently propose to make a public offering of its securities,” 
but other SBICs are subject to the Act as closed-end management in- 
vestment companies.* 

That SBICs may be subject to regulation both under our Act and 
the SBI Act is not an inadverent result; Congress was aware of this 
situation at the time of the passage of the SBI Act in 1958, when it 
concluded that SBICs with a public investor interest should not be 
exempted from the basic provisions of the Investment Company Act." 
As the hearing examiner noted, as recently as 1967 Congress again 
recognized that SBICs were subject to regulation both by the SBA 
and by us and evidenced an intent not to totally exempt SBICs from 
our supervision and control when it amended.the SBI Act to provide 
that SBA annual reports include information regarding actions un- 
dertaken by us to simplify compliance by SBICs with the Act and to 
eliminate overlapping regulation and jurisdiction. 


II. Prouirrion Respecrinc TRANSACTIONS BY AFFILIATED Persons 


In support of the exemption of SBICs from Sections 17(a) and 
17(d), it has been stated that dual regulation of such companies by 
us and the SBA constitutes a serious burden upon and inhibits to a 
material extent the viability of the SBIC industry, that such exemp- 
tions would not result in a reduction of shareholder protection but 
would merely shift the administrative responsibility for it to the 
SBA, that SBA regulations appear to afford reasonably adequate pro- 
tection against potential conflicts of interest, and that the term “public 
interest” as used in Section 6(c) includes consideration of the Con- 
gressional intent to facilitate the formation and growth of SBICs and 
of the hardship and difficulty incidental to compliance with the Act. 

Section 17, sometimes referred to as the “self-dealing” section, is in- 
tended, in general, to prevent abuses and unfair transactions by in- 
siders of investment companies by requiring prior independent scru- 
tiny by this Commission for the protection of investors of transactions 
with investment companies by officers, directors and similar persons 
associated with such companies.’® As such the Section is a keystone in 
the statutory scheme enacted for the protection of investors and im- 


12 Section 3(c) (1) of the Act. 

13As of September 30, 1968, there were 422 SBA licensed SBICs, of which 44 were 
also registered as investment companies under the Act and accounted for about 40% of the 
assets of all SBICs. 

1%4The SBI Act amended the Investment Company Act only by adding Section 18(k), 
providing that certain asset coverage conditions in Section 18(a)(1) on the issuance of 
senior securities not be applicable to investment companies operating under the SBI Act. 

1515 U.S.C. 687(g) (2) (H) and (J). 

16 Transit Investment Corporation, 28 S.E.C. 10, 16 (1948). 
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plements the Congressional declaration in Section 1(b) that it is the 
policy and purpose of the Act to prevent the operation of investment 
companies in the interest of affiliated persons rather than in the in- 
terest of all securityholders. It is true, as pointed out by the hearing 
examiner, that the SBA has adopted certain regulations designed to 
protect SBICs and their shareholders against conflicts of interest.* 
As the examiner noted, however, the SBA regulations have a cover- 
age narrower than that of Section 17 and our rules thereunder.’® In 
declining to remove SBICs from the purview of the Investment Com- 
pany Act, Congress indicated that it did not wish to reduce the pro- 
tection given public SBIC securityholders. The primary concern under 
the Investment Company Act for the protection of public investors 
is at least as important in the case of SBICs which are engaged in the 
speculative activity of financing small enterprises * as it is in other 
types of investment companies. Although the SBI Act now also con- 
cerns itself with the protection of SBIC shareholders, its primary 
thrust, of course, is to encourage the formation and growth of SBICs 
through financing assistance. 

While compliance with the Investment Company Act does entail 
some increased costs and inconvenience to registered SBICs, or any 
other type of investment company, such consequence is a necessary in- 
cident to regulatory oversight and is not of itself a justification for a 
blanket exemption from this or any other section of the Act for an en- 
tire industry. We have by rule granted to SBICs two specific exemp- 
tions from Sections 17(a) and 17(d) in recognition of particular prob- 
lems incident to SBIC activities. One such exemption covers situations 
where a registered SBIC invests in a small business concern, which by 
virtue of that very transaction becomes an affiliate of the SBIC. Un- 
der Section 17(a) any additional investment in the concern by the 
SBIC would require an application for our prior approval. Rule 17a-6 
was adopted to eliminate this requirement by providing an exemption 
for any transaction between an SBIC and such portfolio company ex- 
cept where an officer, director or other person having a specified rela- 
tionship to the SBIC is also a party to such transaction or has a finan- 
cial interest in the portfolio company. The second exemption covers 
instances where a bank becomes an investor in an SBIC and an affiliate 
of the SBIC. As an affiliate, the bank was prohibited from partici- 


1713 CFR 107.1004 and 1005. 

18 For example, SBA Regulation 13 CFR 107.3 defines an “‘associate”’ to include a person 
who owns or controls 10% or more of any class of stock of an SBIC, while under Section 
2(a)(3) of the Act the comparable test is 5% of the outstanding voting securities. 

12The underlying investments of SBICs are generally made on a long term basis in 
unregistered and unmarketable securities of speculative companies. SBA Regulations, 13 
CFR 107.301, require generally that SBICs finance small business concerns for a minimum 
period of five years. 
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pating in a joint enterprise or arrangement by making an investment 
in a small business concern in which the bank-affiliated SBIC made an 
investment without first filing an application for and receiving ap- 
proval of such transaction under Rule 17d-1(a). Rule 17d-1(d) (3) 
was adopted to eliminate the requirement of such a prior application 
and substituted a requirement that an information report be submitted 
subsequent to the investment.”° 

The adoption of these rules, which in the areas covered enable 
SBICs to avoid the application procedure, has considerably minimized 
the impact of Section 17(a) and 17(d) on the normal operations of 
SBICs. The SBA also has taken action to minimize the impact of dual 
regulation under these Sections and under the SBA regulations.** 

The failure of Congress in 1961 to act on certain proposals for lim- 
ited statutory exemptions of SBICs from Sections 17(a) and 17(d) 
might be attributed to statements made by a former Commission Chair- 
man that the Commission was seeking to deal with the same areas with 
which those proposals dealt through the adoption of rules, and as we 
have shown above, amendments to our rules were in fact issued to pro- 
vide exemptions in those areas. However, at no time did Commission 
officials represent that the exemption power under Section 6(c) would 
be used to exempt SBICs except in accordance with the standards and 
conditions of that Section. After consideration of all the circumstances, 
we conclude that the grant in this case to all registered SBICs of a 
blanket exemption from the self-dealing requirements of sections 
17(a) and 17(d) would not constitute an appropriate exercise of our 
discretion to grant exemptions under Section 6 (c) .? 


III. Issuance or Stock Options 


The examiner was of the view that registered SBICs should be al- 
lowed to issue stock options to officers and employees, subject to the 
adoption by SBA of regulations acceptable to this Commission with 
respect to the issuance of restricted stock options.”* In support of that 


20See Form N-17D-1, prescribed by Rule 17d-2 as the form for reports required by 
Rule 17d-1(d) (3). 

21 SBA’s Regulation 13 CFR 107.1004(e) provides that a registered SBIC which has been 
granted an exemption by this Commission under the Act or rules, for a transaction which 
would otherwise be subject to certain SBA prohibitions against conflicts of interest, shall 
be exempt from $BA’s prohibitions, provided, however, that it report our action to the 
SBA and give public notice thereof. 

2 The cases of First National City Bank, 42 S.E.C. 924 (1966) and Ampal-American 
Palestine Trading Corporation, 25 S.E.C, 24 (1947), cited in support of the requested 
exemptions, do not aid applicants. Aside from the fact that each of these cases involved 
an application for exemption by one applicant, the fact situations are so different as to be 
clearly distinguishable from the instant application. 

*3 Restricted stock options which qualify under Section 422 of the Internal Revenue 
Code of 1954 as amended are entitled to certain special tax treatment. 
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exemption, it is asserted that stock options are a widely used form of 
executive compensation, and that the inability of registered SBICs to 
offer such options has placed them at a competitive disadvantage in the 
personnel market and was responsible in part for their inability in 
certain instances to attract and retain high level officials, and consti- 
tuted a serious burden upon registered SBICs. While the SBI Act does 
not bar the issuance of stock options by SBICs,* the Investment Com- 
pany Act, as noted above, contains various provisions prohibiting reg- 
istered investment companies from issuing stock options or from is- 
suing any securities except for cash or securities.?* 

In our opinion a conditional limited exemption to permit the issu- 
ance by registered SBICs of “qualified” stock options under the In- 
ternal Revenue Code and subject to the adoption of SBA regulations 
satisfactory to us imposing appropriate limitations on SBIC employee 
stock option plans, would not offend the policies and purposes of the 
Act,”¢ 

It cannot be disputed that stock options are today extensively em- 
ployed as an element in management compensation, and we see no basis 
in the record for disagreeing with the SBA’s view that the ability to 
issue such options would assist in alleviating personnel problems. The 
adverse factors which have been stated as resulting from the issuance 
of options are not in our opinion persuasive in the case of SBICs. The 
potential dilution of equity and voting power inherent in options is 
applicable to operating as well as investment companies, and has not 
prevented the use of options in companies outside the purview of the 
Act. And the assertions that stock options tend to encourage specula- 
tive portfolio investments and to introduce complexity and uncer- 
tainty into the capital structure are not peculiarly applicable to 
SBICs. Unlike investment companies generally, SBICs normally 
make, and indeed are designed to make, investments on a long term 
basis in unmarketable securities of marginal companies and their own 
securities are not sold on the basis of net asset value. 

Moreover, we note that the restrictions placed on “qualified” options 
under Section 422 of the Internal Revenue Code contain a number 
of safeguards. In general options are qualified under the Code only 
if they are issued to employees pursuant to a plan, approved by the 
stockholders, which sets forth the aggregate number of shares which 


% SBA Regulations, 13 CFR 107.805, permit licensed SBICs to issue stock options to 
management and employees for, among other things, “‘services previously rendered to the 
Licensee not to exceed fair value thereof.” 

25 See, e.g., Sections 18(d), 23(a) and 22(g). 

26 We agree with the Division that GWI’s request to extend any exemption to all venture 
capital investment companies is not properly an issue in this case, having been belatedly 
raised by GWI in the brief which it filed after we granted the limited review of the initial 
decision requested by the Division. 
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may be issued under options and the employees eligible to receive them, 
and such options may not be transferable and may not be exercisable 
after five years, their option price must be at least 100% of the fair 
market value of the shares at the time the option is granted, and the 
recipient may not own more than 10% of the voting power or value of 
all stock and may not resell his shares within three years of their 
acquisition. In any event, such further safeguards as may seem neces- 
sary for the protection of investors in SBICs would be provided 
through regulations to be adopted by SBA with respect to the issuance 
of options. We note that the brief of the SBA in this proceeding states 
there is no reason to doubt that our staff and the SBA staff can ac- 
commodate our requirements in this area.” 


IV. REstricT1Ions ON CONVERTIBLE SECURITIES 


The hearing examiner concluded that no showing had been made 
that it was necessary or appropriate in the public interest that an 
exemption be granted from the restrictions on the issuance of con- 
vertible securities. In its reply to the Division’s brief on review, 
NASBIC requested review of the denial of an application for exemp- 
tion to permit the issuance of convertible securities and, in support of 
such exemption, asserted that SBICs had encountered difficulties in 
seeking to make offerings of securities because of the restrictions on 
such issuances. The Division opposes NASBIC’s request on the merits 
and also contends that the issue concerning convertible securities was 
not brought up for review and is therefore not properly before us. 

While it would appear that review of the issue as to convertible se- 
curities was not sought in compliance with our Rules of Practice, in 
any event, we see no basis for disagreeing with the hearing examiner’s 
conclusion that no showing has been made that it is necessary or 
appropriate in the public interest under the standards of Section 6(c) 
of the Act to grant this exemption. 

Accordingly, an order will issue providing for a conditional ex- 
emption to permit the issuance of stock options by SBICs, and deny- 
ing the other requested exemptions. 

By the Commission (Chairman Casey and Commissioners OWENs, 
Smitu, NerepHam and Hertone), with Commissioners Owens and 
Hertone dissenting from Part III of the opinion relating to stock 


27 We recognize that in 1961 Commission representatives opposed a proposed statutory 
amendment which would have permitted registered SBICs to issue stock options, and that 
Congress failed to enact such proposal into law. It does not follow from such failure to 
provide general statutory authorization for stock options that Congress was opposed to 
the exercise of the Commission’s exemptive powers under Section 6(c) to permit such 
options under appropriate conditions. In fact, in an earlier report of the Senate Select 
Committee on Small Business, on reveiw of the operations of the SBI Act, that Committee 
recommended that the Commission permit the use of restricted stock options by SBICs. 
Senate Report No. 1293, 86th Cong., 2d Sess., page 17 (1960). 
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options in a separate statement, and Commissioners Smiru and Nerp- 
HAM dissenting from Part II of the opinion relating to transactions 
with affiliates in a separate statement. 


Commissioners Owens and Hertong, concurring in part and 
dissenting in part: 

We join in the views expressed in the Commission’s opinion other 
than those in Part III granting SBICs exemption from the statutory 
prohibition relating to the issuance of stock options. We believe that 
such exemption is inconsistent with the purposes and policies of the 
Act, which as noted in the Commission’s opinion contains various 
provisions prohibiting registered investment companies from issuing 
stock options or from issuing any securities except for cash or securi- 
ties.1 The Commission has previously considered that the issuance of 
stock options by registered investment companies entails various con- 
sequences militating against the interests of investors which the Act 
seeks to protect, and also ruus counter to the policy of the Act to pre- 
vent favored treatment to insiders as against securityholders as a 
whole. Among other factors, such options create a potential dilution 
of the equity and voting power, tend to encourage speculative port- 
folio investments, introduce complexity and uncertainty into the capi- 
tal structure, and may impede future efforts to raise additional capi- 
tal. For all of these reasons the Commission has consistently refused 
to permit issuance of stock options by registered investment com- 
panies. In doing so, it has concluded that the restrictions placed on 
stock options qualifying under Section 422 of the Code do not elimi- 
nate the dangers of harm to stockholders at which the Act is directed 
and are not sufficient to overcome the mandate manifest in the various 
provisions of the Act to keep the capital structure of an investment 
company free of such securities.” 

With specific reference to SBICs, the Commission has stated these 
views to Congressional Committees in hearings on bills which would 
have permitted publicly held SBICs to issue restricted stock options, 
and such provisions were never adopted.’ In view of the failure of 
Congress to act on the proposals for legislative authorization, it would 
not seem appropriate for the Commission to grant such exemption 
by administrative action. 


1 See e.g., Section 18(d), 23(a) and 22(g). 

2See State Bond & Mortgage Company, 43 S.E.C. 51 (1966); Variable Annuity Life 
Insurance Company of America, 48 S.E.C. 61 (1966). 

®See Hearings on 8. 902, before a Subcommittee of the Senate Committee on Banking 
and Currency, 87th Cong., ist Sess., pp. 115-117 (1961) ; Hearings on H.R. 6672, before 
Subcommittee No. 2 of the House Committee on Banking and Currency, 87th Cong., 1st Sess., 
pp. 82-84 (1961). 
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While we recognize that SBICs may differ in certain respects from 
certain other types of investment companies, particularly with respect 
to the pricing of securities and the nature of operations and invest- 
ments, we do not consider that such differences affect the overall con- 
siderations set forth above. Again, as in the case of the requested 
exemption from Section 17, which the Commission has in this case 
denied, it is clear that while SBICs, as any other group of investment 
companies, would be relieved of various requirements if they were not 
subject to regulation under the Act, that fact in itself is not a suffi- 
cient basis for an exemption. We see no reason why it is more essential 
for registered SBICs to be able to issue stock options than for some 
other registered investment companies. Whatever benefits may be 
derived from the ability to issue options in terms of providing induce- 
ments to attract and retain management personnel, such benefits are 
outweighed by the potential abuses to which such options are subject 
and the Congressional policy against their use in the investment com- 
pany field. 

Commissioners SmirH and NEEDHAM, concurring in part and 
dissenting in part: 

We join in the Commission’s opinion except for Part II, which re- 
jects an exemption of SBICs from the prohibitions of Sections 17 (a) 
and 17(d) relating to transactions with affiliates. We are unable to 
conclude that the purposes and policies of the Act would be offended 
by conditionally granting such exemption. We would exempt an SBIC 
from those Sections with respect to any transaction for which an 
exemption is granted by the SBA under its conflict of interest regula- 
tions, subject to the conditions that the SBA regulations are amended 
so that “associate” is defined therein as broadly as its counterpart, 
affiliate, is defined under the Act, and that for a period of two years 
copies of applications by registered SBICs for exemptions pursuant 
to SBA regulations and of the exemptive orders issued by it be fur- 
nished to us. 

In our opinion the term public interest, as used in Section 6(c) of 
the Act, includes consideration of any hardship and difficulty inci- 
dental to compliance with the Act and of the Congressional intent 
to facilitate the formation and growth of SBICs. The exemptions we 
would grant are consistent with and reflect the intention of Congress 
that dual regulation be eliminated by us within the standards and 
limitations of Section 6(c).1 We believe that with the adoption of a 
broader definition of the term “associate” SBA reguiations would 


1 As noted in the Commission’s opinion, Congress directed as recently as 1967 that SBA 
annual reports include information regarding actions undertaken by the Commission to 
simplify compliance by SBICs with the Act and to eliminate overlapping regulation and 
jurisdiction. 
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afford SBIC shareholders reasonably adequate protection against 
potential conflicts of interest. Although SBA is concerned with en- 
couraging the formation and growth of SBICs primarily through 
financing assistance, we would assume that it would also effectively 
supervise and regulate SBICs in a manner consistent with the protec- 
tion of investors that is provided by us under the Act entrusted to our 
administration. In any event, the two-year reporting requirement that 
we would attach would afford the Commission an opportunity to ex- 
amine exemptions granted by SBA and reconsider the question of 
exemption from our Act if that should appear necessary. 





IN THE MATTER OF 
SIERAGA & COMPANY, INC.* 
SIERAGA MANAGEMENT & RESEARCH COMPANY, INC. 
DONALD L. SIERAGA 
FRANK J. MOSLER 
File No. 3—2971. Promulgated June 15, 1971 


Securities Exchange Act of 1934—Sections 15(b) and 15A 


ORDER DENYING REQUEST 


These were private proceedings instituted pursuant to Sections 15 
(b) and 15A of the Securities Exchange Act of 1934, Section 203 (d) 
of the Investment Advisers Act of 1940 and Section 9(b) of the In- 
vestment Company Act of 1940. The respondents are Sieraga & Com- 
pany, Inc. (“registrant”), a registered broker-dealer and investment 
adviser which had acted as principal underwriter for Olympus Fund, 
Inc. (“Fund”), a registered investment company; Sieraga Manage- 
ment & Research Company, Inc. (“Management Company”), a sub- 
sidiary of registrant which acted as investment adviser to Fund; 
Donald L. Sieraga, who was president and a director of registrant 
and Management Company and a director of Fund; and Frank J. 
Mosler, who was vice-president of registrant, Management Company 
and Fund. The order for proceedings alleges that respondents vari- 
ously violated or aided and abetted violations of specified provisions 
of the Securities Exchange Act, the Investment Advisers Act and 
the Investment Company Act, in that, among other things, registrant 
engaged in business while it was insolvent and unable to meet its 
current obligations; respondents induced Fund to engage in transac- 
tions which were excessive in size and frequency for their own benefit 
and not in the interest of Fund; and Fund paid expenses which Man- 
agement Company was obligated to but did not repay to Fund. 

Sieraga and Mosler have submitted letters in which they deny the 
charges alleged in the order for proceedings; state that they do not 


*Inadvertently omitted from Vol. 44. 
45 S.E.C.—34——9208 
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fully understand the charges or how to defend themselves and that 
they cannot afford to retain counsel; and request that attorneys be 
appointed to assist them in defending themselves and that these pro- 
ceedings be made public. 

The Commission determined to treat Sieraga’s and Mosler’s letters 
as answers denying the charges set forth in the order for proceedings. 

In addition, in view of the facts that registrant is being liquidated 
by a court-appointed receiver,: that Sieraga and Mosler are the only 
individual respondents herein and that they were registrant’s prin- 
cipal officers, it appears appropriate to grant their request to make 
these proceedings public.? 

There is, however, no provision for or right to the appointment of 
counsel for respondents in administrative proceedings before this 
Commission, and the request for such appointments must be denied.® 
Respondents have the right and the opportunity, of course, to be 
represented by counsel and to be present at the hearings and cross- 
examine witnesses. We have, moreover, indicated that it may be ap- 
propriate, in certain circumstances, for a hearing examiner to assist 
a respondent appearing for himself in the conduct of his defense, al- 
though it must be recognized that the examiner cannot be expected 
to act as a respondent’s counsel.* 

With respect to Sieraga’s and Mosler’s statements that they do not 
fully understand the charges or the procedure, it is noted that the 
allegations in the order for proceedings seem clear enough to put 
respondents on notice of the charges against them, and the letter ac- 
companying the service upon them of the order for proceeding sug- 
gested that if respondents have any questions or wish to discuss any 
aspect of the proceedings, they might communicate with the Los 
Angeles Branch Office of the Commission. Nevertheless, treating re- 
spondents’ letters as in effect requests for more particulars with re- 
spondents’ letters as in effect requests for more particulars with respect 
to the charges, it may be helpful to respondents in the preparation 
of their defense if the staff furnishes them with a more detailed state- 
ment of the factual and legal aspects of the allegations in the order 
for proceedings. 





1See Sieraga & Company, Inc., Securities Exchange Act Release No. 9009 (October 28, 
1970). 

2See Rule 11(b) of the Commission’s Rules of Practice, which provides with certain 
exceptions that all hearings shall be public unless otherwise ordered by the Commission 
and that no hearing shall be private where all respondents request that the hearing be 
made public. 

3 See Norman Pollisky, 48 S.B.C. 852, 862 (1968) ; David T. Fleischman, 43 §.E.C. 518, 
521-22 (1967). In Boruski v. S8.E.C., 340 F. 2d 991, 992 (C.A. 2, 1965), cert. denied 381 
US. 943. (1965), the Court of Appeals stated ‘““We know of no requirement that counsel be 
appointed in these administrative proceedings.’”’ See also Nees v. 8.H.C., 414 F. 2d 211, 221 
(C.A. 9, 1969). 

* Noman Pollisky, supra, p. 862 and cases there cited. 
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Accordingly, IT IS ORDERED that the requests to make these 
proceedings public be, and they hereby are, granted ; that the requests 
or appointment of counsel be, and they hereby are, denied; and that 
the staff furnish Sieraga and Mosler a further statement of the charges 
against them as set forth above. 

By the Commission. 









IN THE MATTER OF 
WELLINGTON HUNTER ASSOCIATES, INC.* 


File No. 3-3172. Promulgated August 19, 1971 

































Securities Exchange Act of 1934—Section 15 (b) 


ORDER 


This is a proceeding pursuant to Section 15(b) of the Securities 
Exchange Act of 1934 (“Exchange Act”) to determine whether to 
deny an application filed by Wellington Hunter Associates, Inc. (“ap- 
plicant”) for registration as a broker-dealer, to succeed Wellington 
Hunter Associates (“Associates”), a sole proprietorship of Wellington 
Hunter, who is chairman of the board and owner of over 50% of the 
equity securities of applicant. The issue now before us is whether we 
should postpone the effective date of applicant’s registration pending 
final determination of the denial issue. Pursuant to the procedure pro- 
vided by Section 15(b) (6) of the Exchange Act for the determination 
of the postponement issue, affidavits and supporting documents were 
submitted by our Division of Trading and Markets and by applicant 
and we heard oral argument.' 

Prior to the filing of the instant application, we instituted two ad- 
ministrative proceedings under the Exchange Act to determine, among 
other things, whether Associates willfully violated registration and 
antifraud provisions of the securities acts in connection with the offer F 
and sale of stock of North American Research and Development Corp. 
(“North American”), and antifraud provisions of those acts in con- 
nection with transactions in the stock of American Continental Indus- 
tries, Inc. (“Continental”), and what, if any, remedial action is 
appropriate in the public interest.? Both of those proceedings are in 
the post-hearing stages, with the Division having recommended to the 
respective hearing examiners that revocation and bar orders be im- 
posed against Associates and Hunter. 

The order instituting the instant proceeding included charges that 
from about April 24, to about July 31, 1967 Associates willfully vio- 















ED TS TES 





*Inadverently omitted from Vol. 44. 

1 Pursuant to Section 15(b) (6), our order instituting these proceedings postponed the 
effective date of the application for 15 days, until August 20, 1971. 

2 Administrative Proceeding File Nos. 3-1789 and 3-2391. 
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lated Sections 5(a) and 5(c) of the Securities Act of 1933 in the offer 
and sale of North American stock; that it is subject to orders entered 
by United States District Courts preliminarily enjoining it from 
offering and selling that stock unless a registration statement has been 
filed or is in effect as to the stock * and permanently enjoining it from 
engaging in fradulent activities in connection with transactions in 
Continental stock or any other security ; * and that applicant willfully 
violated Section 15(b) of the Exchange Act by filing an application 
for registration on July 6, 1971 which inaccurately recited that no con- 
trolling person has been found by any court to have violated the 
securities acts. 

Section 15(b) (6) of the Exchange Act provides that we may post- 
pone the effectiveness of a broker-dealer registration pending final 
determination of the issue of whether it should be denied if it shall 
appear to us necessary or appropriate in the public interest or for the 
protection of investors to do so. The Division urges that the public and 
investor interests making postponement appropriate are evidenced 
by, among other things, the existence of the injunctions and the 
pendency of the administrative proceedings with respect to Associates 
charging willful violations of the securities acts. Applicant in response 
states that Associates did not contest the injunction in the North 
American case and consented to the one in the Continental case, and 
asserts that the provisions of the injunctions have been complied with. 
It further asserts that Hunter is not an active principal and that its 
daily operations would rest on its three other stockholders, who own 
49% of its stock and who did not participate in the alleged North 
American and Continental activities. It urges that any sanctions that 
may be found appropriate with respect to Associates and Hunter can 
be imposed in the revocation and bar proceedings, and states that 
Hunter has been in the securities business for over 54 years and has an 
outstanding record except for the Worth American and Continental 
matters. 

We have carefully considered the factors advanced by the Division 
and by applicant in assessing whether applicant’s registration should 
be permitted to become effective at this time, and we have concluded 
that the public interest requires that it should not. As noted Hunter, 
who has been enjoined from violation of registration provisions of the 
Securities Act and is the subject of pending charges of willful viola- 
tions of those provisions and of the antifraud provisions of that Act 
and the Exchange Act, is chairman of the board and controlling stock- 


38.2.0. v. North American Research and Development Corp., et al. (67 Civ. 3724, S.D.N.Y., 
February 21, 1968). 

*8.£.C. v. American Continental Industries, Inc., et al. (Civil Action No. 20152, D. Md.. 
January 10, 1969). 
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holder of applicant. In connection with the issuance of the preliminary 
injunction against Hunter in the North American case the Court 
found, after hearings, that he violated Section 5 of the Securities Act 
in connection with a distribution of the North American stock.® 

Section 15(b) (5) of the Exchange Act authorizes us to deny regis- 
tration in the public interest if a person associated with applicant, 
whether prior or subsequent to becoming so associated, willfully vio- 
lated the securities acts or is enjoined from engaging in conduct in 
connection with the purchase or sale of securities. That Associates and 
Hunter may be subject to sanctions in the pending revocation and bar 
proceedings does not alter that statutory authority to deny registra- 
tion to the applicant firm with which he is associated or, in our 
opinion, eliminate the public interest in postponing the registration of 
such new firm. 

We do not consider it consistent with the public interest and the 
protection of investors, where broker-dealer revocation and bar pro- 
ceedings based on serious charges of violations are pending against a 
person who is a principal of an applicant for registration as a broker- 
dealer, to permit such new registration to become effective until those 
charges are resolved.* We also note that Item 16(d) of the registra- 
tion application inaccurately recited that no controlling person has 
been found by any court to have violated the securities acts, and that 
its Schedule E, while referring ito the above injunctions, incorrectly 
stated that Associates is enjoined from violation of the registration 
provisions in connection with transactions in Continental stock, rather 
than antifraud provisions in connection with transactions in that or 
any other stock. We further note that in January 1968 Associates was 
censured and fined $2,000 by the National Association of Securities 
Dealers, Inc. primarily for failing to comply with applicable require- 
ments respecting Free-Riding and Withholding, and that in July 
1971 the New Jersey Bureau of Securities denied applicant registra- 
tion in that State for, among other things, willful violation or willful 
failure to comply with New Jersey securities laws. 

Under the circumstances, we find that it is appropriate in the public 
interest and for the protection of investors to postpone the effective 


6 §.2.C. v. North American Research and Development Corp., 280 F. Supp. 106 (S.D.N.Y. 
1968). Balbrook Securities Corporation, 42 S.B/C. 496 (1965), cited by applicant for its 
holding that the mere existence of an injunction is not in and of itself sufficient indication 
that denial of registration is in the public interest, involved a consent injunction where, 
unlike the situation in the North American case, no findings of violation were made by the 
court. 

As to the injunction in the Continental case, which was entered with the consent of 
Associates for the purpose of the injunctive proceedings only, we do not consider it on the 
issues now before us. B 

® Of. Patrick R. Reynaud de Saint Oyant, Litd., 43 S.E.C. 1143 (1969) ; Miami Securities, 
Inc., 45 S.E.C. 3( 1971). 
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date of applicant’s registration application pending final determina- 
tino whether such registration shall be denied. This finding is not to 
be construed as a determination on the issue whether registration 
should be denied ; that issue is not now before us. 

Accordingly, IT IS ORDERED that the effective date of registra- 
tion as a broker and dealer of Wellington Hunter Associates, Inc. be, 
and it hereby is, postponed until final determination of the question 
whether the application for registration should be denied. 

By the Commission. 








IN THE MATTER OF 
PRODUCERS FINANCE COMPANY OF UTAH* 
File No. 3-38283. Promulgated April 4, 1972 


Securities Exchange Act of 1984—Section 12(h) 


ORDER WITHDRAWING REGISTRATION 


Producers Finance Company of Utah filed an application under 
Section 12(h) of the Securities Exchange Act of 1934 for exemption 
from the provisions of Sections 12(g), 18, 14, 15(d) and 16 of the Act. 
As pertinent here, Section 12(g), which was added to the Act in 1964, 
requires an issuer with assets exceeding $1,000,000 and a class of equity 
security not listed on a national securities exchange and held of record 
by at least 500 persons to register the security with us. Such registra- 
tion subjects the issuer to the reporting and proxy requirements of 
Sections 13 and 14 of the Act and its insiders to the insider trading 
provisions of Section 16. Section 15(d) of the Act also requires an 
issuer to comply with the reporting requirements of Section 13 if it 
files a registration statement which becomes effective under the Secu- 
rities Act of 1933. 

On June 1, 1965, applicant registered its securities under Section 
12(g), listing total assets of $1,310,736 as of December 31, 1964. How- 
ever, it states that if proper adjustments had been made on its balance 
sheet, it would not have shown assets in excess of $1,000,000 at that 
date, and consequently would not have been required to register its 
securities under Section 12(g). It further points to the fact that, as 
of December 31, 1965, it listed assets of only $831,366, and a report 
filed by it on June 7, 1971, lists total assets of only $71,888 as of 
December 31, 1970. 

Applicant also states that it has suspended operations, closed its 
offices, and is presently insolvent. It appears that there has been no 
trading market in applicant’s stock since before applicant registered. 

An examination of applicant’s filings discloses that if applicant’s 
December 31, 1964 balance sheet has been prepared in accordance with 
Regulation S-X, which governs the determination of the amount of 


*Inadvertently omitted from Vol. 44. 
45 S.E.C.—34 9551 
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an issuer’s assets for purposes of Section 12(g),! applicant’s assets 
were properly subject to adjustments which would have reduced them 
to less than $1,000,000. Under the circumstances, it appears that the 
amount of assets was erroneously stated and that the registration of 
its securities by applicant was the result of a mistaken attempt to com- 
ply with the requirements of the Act. It further appears that appli- 
cant’s assets never subsequently exceeded $1,000,000. We therefore 
deem it appropriate to consider the applicantion for exemption as a 
request for withdrawal of registration, and we shall follow the course 
of action we have taken in other cases of mistaken registration by 
permitting withdrawal of the registration. Our action will not, of 
course, relieve applicant of the obligation to register its securities again 
in the event it should attain the requisite amount of assets, nor will 
applicant be relieved of the requirements of Section 15(d) of the Act 
should it ever file a registration statement which becomes effective 
under the Securities Act. 

Accordingly, IT IS ORDERED that the Form 10 registration of 
securities filed by Producers Finance Company of Utah pursuant to 
Section 12(g) of the Securities Exchange Act of 1934 be, and it hereby 
is, withdrawn. 

By the Commission. 


1 Rule 12g5-2 provides that for the purposes of Section 12(g) the term “total assets” 
means assets as shown on the issuer’s balance sheet prepared in accordance with the 
provisions of Regulation S—X. 









In THE Marrer oF 


THE APPLICATION OF 
UNITED FUNDS, INC. ET AL.” 


File No. 3-3026. Promulgated May 25, 1972** 









Investment Company Act of 1940—Section 6(c) 


EXEMPTIONS 


Reinvestment in Load Fund Shares Without Sales Charge Following 
Redemption 
Grant of Exemption 







Where registered open-end investment companies, which offer their shares at 
net asset value plus a sales load, and their principal underwriter, which dis- 
tributes those shares through own salesmen, sought exemption pursuant to 
Section 6(c) of the Investment Company Act of 1940 from price-maintenance 
provisions of Section 22(d) of that Act to permit fund shareholders who redeem 
shares to use redemption proceeds to repurchase shares within 15 days after 
redemption request without payment of sales load, held, in view of purpose of 
proposal to enable shareholders to reverse redemptions they may have made on 
basis of inadequate or incorrect information, and restrictions in proposal against 
repeated use of privilege and receipt of compensation by salesmen in connection 
with repurchases, exemption granted as appropriate in public interest and con- 
sistent with purposes of Act. 


























APPEARANCES : 

Donald F. French, of Valicenti Leighton Reid & Pine, for appli- 
cants. 

Lloyd J. Derrickson and Frank J. Wilson, for the National Associa- 
tion of Securities Dealers, Inc. 

Larry M. Rosenstein and Joel J. Matcovsky, for the Division of 
Corporate Regulation of the Commission. 


FINDINGS AND OPINION OF THE COMMISSION 


United Funds, Inc.,1 United Vanguard Fund, Inc., United Con- 
tinental Growth Fund, Inc. and United Continental Income Fund, 
Inc., registered open-end diversified management investment compa- 





1 United Funds, Inc. is a series company which issues four classes of capital shares. 
each class representing ownership in a separate mutual fund. The four funds are United 
Accumulative Fund, United Income Fund, United Science Fund, and United Bond Fund. 

*Inadvertently omitted from Vol. 44. 

**United Vanguard Fund, Inc., United Continental Growth Fund, Inc., United Continental 
Income Fund, Inc.,Waddell & Reed, Inc. 
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nies, and Waddell & Reed, Inc., a registered broker-dealer and the 
Funds’ principal underwriter and investment adviser, have filed an 
application for an exemption pursuant to Section 6(c) of the Invest- 
ment Company Act of 1940 from the price-maintenance provisions of 
Section 22(d) of that Act with respect to certain proposed transac- 
tions.? The requested exemption would permit applicants, which sell 
the Funds’ shares at net asset value plus a sales load, to sell such shares 
without a load to persons who shortly prior thereto have redeemed 
their Fund shares. Such sale would be limited to the amount of the 
redemption proceeds (or to the nearest full share if fractional shares 
are not purchased) and to persons who have not exercised their rein- 
vestment privilege previously with respect to any of the Funds. A 
written order of repurchase would be required to be received by the 
particular Fund or Waddell or postmarked within 15 days after a 
written request for redemption was received. Shares of the Funds 
are distributed almost entirely through Waddell’s retail sales organi- 
zation, and Waddell’s salesmen would receive no compensation of any 
kind in connection with the reinvestments. 

A public hearing was held on the application at which the National 
Association of Securities Dealers, Inc. (“NASD”) was granted leave 
to be heard. An initial decision by the hearing examiner was waived, 
briefs were filed by applicants in support of their application and by 
our Division of Corporate Regulation (“Division”) and the NASD in 
opposition, and we heard oral argument. Our findings are based upon 
an independent review of the record. 

In our opinion, the record establishes that the requested exemption 
is in the public interest and consistent with the protection of investors. 
We believe that it may reasonably be presumed that where a share- 
holder redeems his shares and then wishes to reinstate his investment 
within a period of some two weeks, his original decision to redeeem was 
either ill considered or resulted from a misunderstanding as to his 
rights or as to the characteristics of the security. Thus, he may have 
been unaware of the fact that he could pledge his shares as collateral 
for a bank loan, or that he could redeem less than all of his holdings, 
or exchange shares of one of the Funds for another without payment 
of a sales load. A survey made by Waddell of redeeming shareholders 
indicates that a number of them were either not aware of the alterna- 
tives available or were misinformed. It seems equitable, therefore, to 





2 Section 22(d) prohibits a registered investment company and its principal underwriter 
from selling its redeemable securities to any person other than a dealer. a principal under- 
writer or the issuer ‘‘except at a current public offering price described in the prospectus.” 
Section 6(c) authorizes the Commission to exempt any class of transactions from any 
provisions of the Act if ‘‘necessary or appropriate in the public interest and consistent 
with the protection of investors and the purposes fairly intended by the policy and provi- 
sions’’ of the Act. 
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permit a redeeming shareholder who has acquired shares and paid a 
sales load and who has mistakenly redeemed those shares, to rectify 
the mistake without paying another sales load. 

There appear to be two prinicipal objections to granting the appli- 
cation; first, the concern expresed by the Division that the privilege 
might be used by a shareholder to speculate upon an anticipated short- 
term decline in the value of a Fund’s portfolio. We believe that the 
possibility of such speculation is, to a considerable extent, controlled 
by the requirement that this privilege can be exercised only once, as 
well as by the short time within which the shareholder can reinvest 
without a load. While a potential for abuse of the reinvestment priv- 
ilege may nevertheless exist, we doubt that it would occur to any mean- 
ingful extent, and we note that the NASD considered that specula- 
tion would not be a problem. In any event, we will reserve jurisdiction 
to deal with any abuses which may arise.? The second possible objec- 
tion is that salesmen or other employees of Waddell will endeavor to 
persuade redeeming shareholders to reinvest, thus interfering with the 
free exercise of redemption rights. This difficulty, however, is substan- 
tially mitigated by the fact that salesmen will receive no compensation 
even if they persuade such a shareholder to reinvest, and, thus, they 
would be likely to devote their time to more remunerative sales efforts. 
Moreover, it is contemplated that a salesman will not ordinarily visit a 
redeeming shareholder, but rather that Waddell, at its expense, will 
include with the redemption check mailed to him a copy of the current 
prospectus (unless the shareholder already has one) and a letter con- 
taining information pertinent to redemption and the repurchase 
privilege. The letter will include information as to ways in which 
various objectives which may have induced the shareholder to redeem 
could be realized through utilization of the shares upon their repur- 
chase. Telephone calls to such shareholders are also contemplated.* 

We do not believe that granting the exemption would be inconsistent 
with the purposes of Section 22(d) of the Act. One of the principal 
purposes of Section 22(d) was to avoid discrimination among in- 


% Applicants point out that periodic payment plans, including so-called single payment 
plans on which no front-end load is charged, generally grant a privilege of withdrawal and 
reinvestment without a sales charge. The Commission has recognized that such privilege 
can be a benefit to shareholders, and was willing to permit its continuance subject to 
appropriate safeguards to prevent its abuse for speculative or other purposes adverse to 
the interests of the funds and their shareholders. 8.Z.C. Report on the Public Policy Im- 
plications of Investment Company Growth, H.R. Rep. No. 2337, 89th Cong., 2d Sess., 
p. 306 (1966). In 1966, the NASD, with Commission approval, imposed certain restrictions 
on its members in connection with the use of the reinvestment privilege by planholders. 
NASD Manual, { 5261, pp. 5089-92. 

4 With respect to the objection that additional bookkeeping costs would be incurred by 
the Funds in reversing redemptions, such costs would not be significant, and it appears 
that Waddell is obligated, under a prior agreement, to assume such costs of United Funds. 
the largest of the Funds. 
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vestors similarly situated. However, Rule 22d-1 permits charging 
different sales loads to shareholders differently situated, as, for ex- 
ample, in the case of quantity purchases or the reinvestment of divi- 
dends. We are of the view that an investor who, having paid the load, 
redeems either improvidently or mistakenly, is likewise in a different 
situation which justifies a different treatment as to the load. More- 
over, the reinvestment privilege would be available to all present 
and future shareholders of the Funds on the same basis.® 

The NASD, asserting that it may be assumed that if the applica- 
tion is granted other mutual funds will apply for and receive a 
similar exemption, contends that rule-making procedures must be fol- 
lowed so that comments from all segments of the industry can be con- 
sidered. We disagree with this contention. The determination of 
whether to proceed by rule making or by exemptive order is a matter 
resting within our sound discretion,°® and, although other funds may 
seek a similar exemption if this application is granted, we consider 
that the situation presented is sufficiently specialized so that resort 
need not be had to rule-making procedures. For the same reason, we do 
not agree with the Division that granting the application would be 
unwarranted prior to this Commission’s completion of its general 
study directed by the Congress as to whether or not Section 22(d) 
should be substantially amended or deleted, particularly as any action 
resulting from that study would have to be taken by the Congress. 

An appropriate order granting the application for an exemption 
will issue. 

By the Commission (Chairman Casry and Commissioners OwEns, 
Nrrpuam, Hertone and Loomis). 


5 We see no merit in the NASD’s argument that the granting of the requested exemption 
would be discriminatory because only the shareholders of the applicant Funds would 
benefit. Section 22(d) was not designed to eliminate competition between mutual funds 
but to achieve a uniform pricing structure with respect to the shares of a particular fund. 

6 See 8S.H.0. v. Chenery Corp. 332 U.S. 194, 202-3 (1947). 





IN THE MATTER OF 


SMALL BUSINESS INVESTMENT COMPANY OF NEW YORK, 
INC.* 


File No. 38-8725. Promulgated June 26, 1972 
Investment Company Act of 1940—Section 17(b) and 17(d) 


ORDER DENYING REQUEST FOR HEARING AND GRANTING 
EXEMPTION 


Small Business Investment Company of New York, Inc., 
(“SBICNY”), a closed-end investment company registered under the 
Investment Company Act of 1940 (“Act”) and licensed as a small 
business investment company under the Small Business Investment 
Act of 1958, has filed an application pursuant to Section 17(b) of the 
Act and Rule 17d-1 for an order authorizing under Sections 17 (a) 
and 17(d) the exchange by SBICNY of preferred stock it owns in 
Chemical Separations Corporations (““(Chemseps”) for certain patents 
of Chemseps, the license by SBICNY of those patents back to 
Chemseps, and the purchase by Foster Wheeler Corporation (“Foster 
Wheeler”), an affiliate of an affiliate of SBICNY, of 1,100,000 newly 
issued shares of the common stock of Chemseps. 

The Commission, on May 25, 1972, issued a notice of the filing of 
said application (Investment Company Act Release No. 7203). The 
notice gave interested persons until not later than June 14, 1972, to 
request a hearing and stated that after such date an order disposing of 
the application might be issued upon the basis of the information stated 
in the application unless a hearing should be ordered. By letters dated 
June 6, June 14 and June 23, 1972, Dr. McChesney Goodall (“Inter- 
venor’”’), a shareholder of Chemseps, though not of SBICNY or 
Foster Wheeler, through his counsel objected to the proposed transac- 
tion and requested a hearing. 

The Commission has considered Intervenor’s contentions, which do 
not raise controversy with any fact stated in SBICNY’s application, 
and has determined, for the reasons set forth below, that it does not 
appear that a hearing is necessary or appropriate in the public in- 
terest or for the protection of investors. 


*Inadvertently omitted from Vol. 44. 
45 S.E.C.—40—7248 
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(1) Intervenor objects because the proposed transaction is between 
affiliates. It is this affiliation of course which gives rise to need for an 
application and order. If the existence alone of an affiliation were 
grounds to deny an order then the very reasons why an order is nec- 
essary would be the very reasons why an order could not be granted.’ 

(2) Intervenor objects because SBICNY will retain ownership of 
Chemseps’ patents. In this regard Intervenor argues that SBICNY 
may sell them to a competitor of Chemseps. With respect to this con- 
tention, the Commission has authority and SBICNY’s consent to re- 
tain jurisdiction over any subsequent disposition of the patents by 
SBICNY. 

(3) Intervenor objects because his common stock interest in Chem- 
seps will be diluted. The common stock interest of SBICNY and all 
other shareholders, though, will be diluted on the same basis. In this 
regard, applicable state law affords Intervenor appraisal rights and 
perhaps other rights not pursuable in this forum. 

(4) Intervenor asserts the transaction is contrary to certain regula- 
tions of the Small Business Administration (“SBA”). While Inter- 
venor does not cite those SBA regulations, in any event, Intervenor 
does not appear to have registered its objections with the SBA nor 
has the SBA sought to intervene here. 

(5) Intervenor states that the consideration of $.10 a share to be 
paid by Foster Wheeler to Chemseps for 1,100,000 shares of newly 
issued common stock is unfair in light of Chemseps’ trading price 
which Intervenor asserts has been $1.50 to $1.75. The Commission’s 
policy of considering market price as one element in assessing fair- 
ness * presupposes the existence of a market in the stock at question. In 
this regard the Commission notes that during the past two years the 
National Quotation Bureau has not reported any bid or ask price or 
any market maker for Chemseps’ stock.* 

Under these circumstances, the Commission has concluded that, 
upon the basis of all the terms of the transaction including the con- 
sideration paid by all parties,‘ and the nature of the market, if any, 
for Chemseps’ stock, there is no evidence of overreaching or failure 
otherwise to comport to the standards of Section 17. It therefore ap- 


1See Transit Investment Corporation, 28 S.E.C. 10. 17, n. 20 (1948). 

2 Talley Industries, Inc., 44 S.E.C. 165, 179-80 (1970). 

3 The transfer records of Chemseps show that since January 1, 1972, there have been 13 
transactions involving 21,100 shares of Chemseps stock. However, five of these transactions 
involving 18,100 shares appear to involve private transactions by corporate insiders or 
former affiliates. 

4Intervenor appears to pay primary attention to the consideration to be paid to Chem- 
seps for its newly issued stock. This one term of the entire transaction, however, cannot 
be considered standing alone, because standing alone it would not be subject to Section 
17(a) by reason of the exclusion in Section 17(a) (2). 
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pears that in the absence of a material issue of fact, an evidentiary 
hearing is not necessary. 

The Commission having considered this matter finds that the terms 
of the proposed transaction, including the consideration to be paid or 
received, are reasonable and fair and do not involve overreaching on 
the part of any person concerned; that the transaction is consistent 
with the policy of SBICNY and with the policies, purposes and pro- 
visions of the Act; that the participation of SBICNY is not on a 
basis different from or less advantageous than that of any other par- 
ticipant; and that the exemption is necessary or appropriate in the 
public interest and consistent with the protection of investors. 

IT IS ORDERED that the request for a hearing be, and hereby is, 
denied; and 

IT IS FURTHER ORDERED that the application for exemp- 
tion pursuant to Sections 17(b) and 17(d) of the Act and Rule 17d-1 
thereunder with respect to the proposed transaction is hereby granted, 
effective forthwith, subject to the Commission’s reservation of juris- 
diction under Section 17 of the Act with respect to any disposition by 
SBICNY of the patents it receives from Chemseps with respect to 
this transaction. 

By the Commission. 
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IN THE MATTER OF 
BRIAN-LLOYD CO., INC. 


File No. 3-8281. Promulgated July 7, 1972 
Securities Act of 19883—Section 8(d) 


STOP ORDER PROCEEDINGS 


Misstatements and Omissions 


Where registration statement filed under Securities Act of 1933 substantially 
overstated issuer’s sales, net income, earnings per share, accounts receivable, and 
retained earnings as result of improper inclusion in sales of so-called “guaranteed 
sales,’ under terms of which buyer had right to return all unsold merchandise at 
future date without being obligated to pay for it, and where description of 
issuer’s marketing and sales activities failed to disclose terms and amount of 
such “sales” and that substantial amount of merchandise returned or to be re- 
turned had been sold on such basis, held, stop order will issue suspending effec- 
tiveness of registration statement. 


APPEARANCES: 


Richard H. Rowe, Robert M. Steinbach, and Theodore A. Doremus, 
for the Division of Corporation Finance of the Commission. 
Arnold Mandell, president of Brian-Lloyd Co., Inc., for registrant. 


FINDINGS, OPINION AND STOP ORDER 


These are proceedings under Section 8(d) of the Securities Act of 
1933 to determine whether a stop order should issue suspending the 
effectiveness of a registration statement on Form S-1 filed by Brian- 
Lloyd Co., Inc. (“registrant”), a New York corporation whose pri- 
mary business in 1969 and 1970 was the distribution of electric hair- 
setters. The registration statement, which as amended became effective 
on February 20, 1970, covered a public offering of 100,000 shares of 
registrant’s 1¢ par value common stock at $6 per share. 

Registrant submitted an offer of settlement in which, solely for the 
purpose of these proceedings, it admitted certain facts, consented to 
findings consistent with the allegations contained in the Statement of 
Matters filed by our Division of Corporation Finance (“Division”), 
and consented to the issuance of a stop order. Registrant further 
agreed to mail a copy of our decision, within 30 days after its issuance, 

45 §.E.C.—33——5269 
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to each subscriber to its offering, which had been completed, and to all 
shareholders of record as of December 31, 1971. 

After due consideration of the offer of settlement and upon the rec- 
ommendation of the Division, we determined to accept such offer. On 
the basis of the Statement of Matters and the offer of settlement, as 
well as investigative materials obtained by our staff in its private in- 
vestigation which registrant has consented may be considered, we find 
that the registration statement as amended contained materially un- 
true and misleading statements and omitted to state material facts re- 
quired to be stated therein, in the respects set forth below. 

The unaudited Statement of Income for the six-month period ended 
November 30, 1969, substantially overstated registrant’s sales, which 
were reported in the amount of $578,078, as a result of the improper 
inclusion of so-called “guaranteed sales,” which constituted at least 
12% of the reported sales. Based upon all the factors surrounding the 
“guaranteed sales” transactions, income could not properly be accrued 
on the merchandise at the time it was shipped. The hairsetter was a 
new product, and the customer, under the terms of the “guaranteed 
sale,” had the absolute right to return all unsold hairsetters at some 
future date without being obligated to pay for them. Registrant’s in- 
dication that the customer assumed the risk of damage or loss while he 
had control of the merchandise did not alter the essentially incomplete 
nature of the transaction. Under the circumstances, whether or not 
title passed, these so-called sales should have been treated no differ- 
ently from consignments whose inclusion in revenues would clearly 
have been improper.* 

The inclusion of “guaranteed sales” in the Statement of Income for 
the six-month period also resulted in the material overstatement of 
net income and earnings per share in that Statement and of accounts 
receivable and retained earnings in registrant’s Statements of Fi- 
nancial Condition and Retained Earnings as of November 30, 1969. 

Between December 1, 1969 and February 20, 1970, the effective date 
of the registration statement, merchandise returns exceeded $100,000, 
and a substantial portion of those returns was of merchandise sold on 
a “guaranteed sale” basis.? Also, as of February 20, registrant’s man- 
agement knew or had reason to know that substantial additional re- 


1See Major Realty Corporation, 44 S.B.C. 585 (1971), in which we concluded that a 
real estate transaction had been improperly reported as a sale. Although title to the 
property had passed, we determined that, in view among other things of the insignificant 
down-payment and the seller’s retention of the right, under certain conditions, to rescind 
the sale, the transaction “must be accounted for in a manner which follows its substance 
rather than its legal form.” 

2 Most of the “guaranteed sale’’ merchandise was shipped in October and November, 
1969, and unsold merchandise had to be returned anytime after Christmas 1969 through 
February 1970, depending upon the individual agreement. 
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turns of merchandise would be forthcoming. In fact, substantial re- 
turns were made after that date, and a material amount of these 
returns resulted from prior “guaranteed sales” transactions. The 
description of registrant’s marketing and sales activities was also defi- 
cient in failing to disclose the terms and material amount of “guaran- 
teed sales,” and that a substantial amount of the merchandise returned 
or to be returned had been sold on a “guaranteed sale” basis. 

Moreover, the sales figure of $578,078, and the resulting overstated 
six-month net income of $45,446 and earnings per share of 28¢, when 
compared with the certified figures in the Statement of Income for the 
full fiscal year ended May 31, 1969, which showed sales of $775,186,° 
net income of $60,548, and earnings of 37¢ per share, conveyed the 
materially misleading impression that increased profits could be ex- 
pected for the fiscal year ending May 31, 1970, and that registrant’s 
business was therefore on the upswing.* 

In view of the foregoing, a stop order should issue suspending the 
effectiveness of the registration statement. 

Accordingly, IT IS ORDERED that the effectiveness of the regis- 
tration statement filed by Brian-Lloyd Co., Inc. be, and it hereby is, 
suspended. 

By the Commission (Chairman Casey and Commissioners Owens, 
NEEDHAM, Hertone and Loomis). 


3 We found no evidence that those sales included any “guaranteed sales” transactions. 
*Registrant has reported to the Commission that on October 7, 1971, it filed a petition 
for an arrangement with creditors pursuant to Chapter XI of the Bankruptcy Act in the 
United States District Court for the Southern District of New York. 











IN THE MATTER OF 
IMPERIAL ‘400’ NATIONAL, INC. ET AL. 
DEBTORS 
Promulgated July 12, 1972 


ADVISORY REPORT OF THE SECURITIES AND EXCHANGE COMMISSION 
ON PROPOSED PLANS OF REORGANIZATION 


I. INTRODUCTORY STATEMENT 


Three plans for the reorganization of Imperial ‘400’ National, Inc. 
(“Imperial”) under Chapter X of the Bankruptcy Act* have been 
referred to the Securities and Exchange Commission for examination 
and report.” Two of the plans have been proposed by Burnham & Com- 
pany, Incorporated, a New York City investment banking firm. The 
other has been put forward by Schiavone Construction Co., Inc., a 
closely held firm in the construction business. In this advisory report 
the Commission concludes that : 

1. Both Burnham plans are unfair and unfeasible. Each is replete 
with pointless complexities. Since plans of reorganization should be 
as simple and as readily understandable as possible, the inordinate in- 
tricacy of the Burnham plans is enough in itself to preclude their 
approval. 

2. The Schiavone plan is feasible. But its proposed allocation of 
interests is unduly favorable to the proponent. Accordingly, the 


211 U.S.C. § 501, et seq. 

In Title 11 of the United States Code the numbers of the sections of the Bankruptcy Act 
comprising Chapter X are higher by 400 than the Act itself. Thus, Section 101 of the 
Bankruptcy Act, the first section of Chapter X, is § 501 of Title 11 of the Code. Henceforth 
we shall refer solely to the Bankruptcy Act section numbers unencumbered by parallel 
citations to those in the Code. 

2The reference was made pursuant to Section 172 of the Bankruptcy Act which provides 
in pertinent part that: “. .. [B]Jefore the approval of any plan... , the judge may, if 
the scheduled indebtedness of the debtor does not exceed $3,000,000, and shall, if such 
indebtedness exceeds $3,000,000, submit to the Securities and Exchange Commission for 
examination and report the plan or plans which the judge regards as worthy of considera- 
tion.” In this case the debtor’s scheduled indebtedness is far in excess of $3.000.000. 
Accordingly, the reference of the plans to us was mandatory rather than discretionary. 

Section 173 of the Act provides that: ‘The judge shall not enter an order approving a 
plan submitted to the Securities and Exchange Commission until after the Securities and 
Exchange Commission has filed its report thereon or has notified the judge that it will 
not a file a report, or until the expiration of such reasonable time for the filing of such report 
as the judge has fixed, whichever first occurs.” 


45 S.E.C.—C.R.——312 
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Schiavone plan is unfair and inequitable to those with claims against 
and interests in Imperial. This defect could, of course, be cured by 
appropriate amendment. 


II. THE DEBTOR 


Imperial is in the motel business.’ It began in January of 1959 when 
Messrs. Bernard Whitney and Leslie N. Aikman formed a California 
corporation for the purpose of/building and thereafter operating a 
chain of motels under the name “Imperial ‘400’ Motels”. Some 
eighteen months later in July of 1960, Imperial’s California predeces- 
sor completed its first motel, a 34-unit establishment in Los Angeles, 
California. Although it took the company a year and a half to finish 
its first motel, subsequent expansion was extremely rapid—hindsight 
suggests much too rapid. By mid-1963 Imperial had 66 motels. Two 
years later in mid-1965 the chain consisted of 116 motels in 38 states. 

Imperial has many motels.> But the individual motels are small.® 
These modest-sized hostelries cater primarily to the cost-conscious 
traveler. Room rates range from $8 to $12 for singles and from $9 to 
$15 for doubles.’ Like many of its competitors, Imperial gives dis- 
counts to commercial travelers. Imperial motels offer only lodging. 
They have no restaurant or cocktail lounge facilities, but restaurant 
facilities are usually nearby. All Imperial rooms have wall-to- 
wall carpeting, free television, a telephone, air-conditioning and a 
shower-tub combination bathroom. Some rooms at each motel have 
kitchenettes. 

Imperial’s motels are uniform in design and appearance. They are 
principally of masonry or frame and stucco construction. Some are 
two-stories high; others have three-stories and elevator service. Each 


8 These proceedings involve ten of Imperial’s subsidiaries and affiliates in addition to 
the parent company itself. None of the affiliated companies is of any special moment for 
present purposes. Hence save where the context indicates otherwise, the entire complex 
will be referred to collectively in this report as “Imperial’’ or as ‘‘the debtor.” 

The California corporation was called Imperial ‘400’ Motels, Inc. Its assets were 
transferred to the debtor in 1962, and it was dissolved in 1963. 

This transfer involved something more than a mere paper shuffle from a West Coast to 
an East Coast corporate domicile. The company’s principal offices were originally in Los 
Angeles and during its formative stages it was essentially a California operation. Early 
in 1962 operations were extended to the East Coast and a branch office was opened in 
Englewood Cliffs, New Jersey. The 1963 reorganization entailed, among other things, the 
removal of the company’s principal office to Englewood Cliffs, still its principal—indeed 
its sole—office. 

5 There are 3,980 rentable rooms in the 88 motels now operated, an average of 45 rentable 
rooms per motel. When the chain was larger, it had some 5,000 rentable rooms. 

6It should be noted, however, that two of Imperial’s motels are far larger than the 
others. One of these with 147 rooms is adjacent to the O’Hare Airport in Chicago. The 
other with 129 rooms is in Las Vegas, Nevada. Some motels have only 30 rentable rooms. 
And a few have even less. 

7Rates at O’Hare range from $16 to $19 for singles and from $19 to $25 for doubles. 
Much of its clientele consists of airline personnel to whom substantial discounts are given. 
Las Vegas rates range from $12 to $16 for singles and from $16 to $20 for doubles. 
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has a heated swimming pool and is said to have ample parking 
facilities. 
III. DEBTOR'S FINANCIAL HISTORY 


Imperial never had any equity capital to speak of. Yet it grew 
rapidly and came in short order to control properties worth many 


millions.® To accomplish this feat Imperial’s managers seldom bought 
land. Instead they economized capital expenditures by leasing sites.’° 
Imperial borrowed as much as it could from banks and institutional 
investors. In addition, primary emphasis was not on running motels, 
but on selling interests in them to other people. Imperial was vigorous 
and assiduous in recruiting would-be “co-owners” whom it induced 
to go into the motel business with it.1t Most such co-owners were 
husband and wife. The projected motel would be built on a site selected 
and leased by Imperial,” and on which, in some cases, construction 
had already begun." 


8 The trustee’s report concludes (at p. 115) that: “The Debtor corporation was woe- 
fully undercapitalized. The initial capital amounted to $60,000 and total yearly expenditures 
were in the millions.” Its 1964 prospectus with respect to 'the public offering of $1 million 
of convertible subordinated debentures stated that it had 66 completed motels with 2,888 
motel units, that another 25 motels were under construction and that it had gross assets of 
$19 million. The prospectus pointed out that: ‘‘These results were accomplished with a 
total cash equity investment of $440,000.” 

®In June of 1965, Imperial filed a financial report with this Commission on our Form 
10-K. That report included an audited, consolidated balance sheet as of January 31, 1965, 
showing $37.1 million in gross assets, a mere $562,000 in paid-in equity capital, and an 
aggregate stockholders’ equity (more than half retained earnings) of $1,158,000 so that 
total equity capital came to a shade over 3% of gross assets. 

170A few properties were purchased. But in most cases the sites were leased for terms 
ranging from 54 to 65 years. When these proceedings were initiated the company’s 
aggregate minimum rental obligations on its ground leases came to approximately $1.3 
million annually. 

11Imperial’s prospectus of January, 1964 stated at p. 14 thereof that: ‘‘The company 
is engaged in a continuous program of co-owner recruitment ... Most persons selected 
have not had any prior experience in motel management.” The company ran advertisements 
in The Wall Street Journal, which read: 

“These motels are owned and operated by people like yourselves, who have found 
excitement and financial security with Imperial ‘400’. You too can be an active partner- 
manager (our chain will provide supervisory mgmt.) of one of Imperial’s new ultra-modern, 
deluxe motels (35-65 rooms) for a minimum investment of $40,000. You get: complete 
training in motel management, management salary, a full share of profits, excellent tax 
shelter, equity growth, modern living quarters, and you can look forward to a substantial 
yearly income. Previous motel experience not required, merely sound business sense and 
a knack for dealing successfully with people. 

You benefit from our know-how and successful organizational methods that have sky- 
rocketed us to the top in just a few short years. 

We select the right location, handle the architectural design, arrange the financing, 
build and furnish the motel. There are presently many choice sites throughout the coun- 
try available. Write today. There is no obligation and your reply will be treated 
confidentially.” 

12 Often the agreement was entered into before a specific site had been decided upon. 
In that event the company undertook to submit a site to the co-owner for his approval. 

13 Imperial undertook to finance, build, and furnish the motel in accordance with cer- 
tain specifications. Allegedly improper construction and furnishing sometimes became a 
bone of contention between Imperial and the co-owners. Some co-owners also claimed that 
Imperial had misrepresented the cost of building and furnishing the motel. 
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The co-owner’s interest was 50% or less.1* Imperial and the co-owner 
would form a partnership to operate the motel. Under the partnership 
agreement the co-owner was obligated to reside at the motel and run it. 
Sometimes the resident co-owner was financially unable to invest the 
sum demanded by Imperial. In such cases non-resident co-owners were 
brought into the partnership.** The resident co-owner was the active, 
working manager of the enterprise and received 10% of the motel’s 
gross receipts in exchange for his labor. Mortgage, rent, and operating 
expenses were paid by the partnerships.’® Profits and losses were di- 
vided between Imperial and the co-owner or co-owners (resident and 
non-resident) in accordance with their respective interests in the firm. 

The co-owner format facilitated Imperial’s rapid growth in two 
ways. The addition of the co-owners’ capital to its own limited re- 
sources enabled Imperial to develop many more motels than it would 
have been able to build without their participation.’ Further and 
more significantly, Imperial made substantial profits on its sales to the 
co-owners, since, when it sold a co-owner a half interest in a motel, it 
charged him a good deal more than half of the project’s total cost.?® 
Thus for financial reporting purposes each transaction with a co-owner 
created for Imperial substantial immediate book income. Imperial 
needed such income badly because the motels themselves tended to be 
unprofitable at the beginning. Indeed, Imperial lost money on its motel 
operations. Table I tells the story. 

For the first four years Imperial and its predecessor were closely 
held. Such equity capital as they had came from the promoters’ 


14 Imperial always retained an interest of at least 50% for itself. In some instances 
the company held on to an interest of more than 50%. And in a few cases it owned the 
motel outright. There were also some units in the chain that were franchised or licensed 
to others and in which Imperial had no proprietary interest at all. At one time the chain 
consisted of 116 motels of which: 

97 were owned by partnerships between Imperial and co-owners ; 
8 were owned by Imperial outright ; and 
11 were owned by franchisees or licensees. 

15F'or example, Imperial’s large Chicago-O’Hare unit was owned 50% by Imperial and 
25% by the resident co-owner with the remaining 25% being held by 18 passive investors. 
Extensive fractioning of partnership interests was also found in smaller motels as well. 
Thus Imperial’s 49-unit motel at Kankakee, Illinois, had 13 non-resident co-owners. 

16The co-owner paid the motel’s office expenses out of his 10% of the motel’s gross 
receipts. 

17 Imperial’s last audited pre-Chapter X balance sheet, which was filed with this Com- 
mission, showed a total co-owners cash investment of approximately $4.9 million. 

18 The trustee’s accountants describe the process as follows (at p. 124 of the trustee’s 
report) : 

“To illustrate—if a motel cost $500,000 and a mortgage of $300,000 had been obtained 
thereon, Imperial ‘400’ National, Inc. might sell a 50% interest for $300,000 and the co- 
owner would assume one-half of the obligation for the payment of the mortgage. Imperial 
‘400’ National, Inc. thereby created a profit for itself of $50,000 on the share of the 
motel that was sold. Imperial ‘400’ National, Inc. would then write up on its records its 
remaining one-half interest to $300,000 and credit the $50,000 write up to an account called 
‘Deferred Income on Transfer of Motels to Partnerships’ which was then amortized over a 
period of years. On the books of the partnership the motel would be carried at $600,000.” 
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TABLE I 
Gross Revenues Loss Gain on Sale 
Fiscal Year Beginning February 1 From Motel From Motel of Motel 
Operations Operations Interests 
BORN asd ocdaien nce amib eden donee capa Nabe Gemeees $470, 599 $61, 075 $746, 615 
BOS ws eicvcsasnceacnscodshc eunene coke eee 2, 812, 325 213, 725 781, 073 
WONG Ss Sicccoc saab see sca beste beccaecmense teens 4, 969, 120 425, 121 1, 251, 601 
OBE a Siig emai atin See E ES Peed cep supereecdeanss 7, 844, 279 554, 714 1, 047, 112 


BOO Po oon occ anpoecspsceusenstousectaseunelageeeee 9, 492, 630 434, 173 265, 325 





® Excluding amortization of deferred income representing a write up of interests retained by Imperial. 
b 11 months to December 31, 1965. 


minuscule contributions and from private placements.’® In Septem- 
ber of 1961 Imperial borrowed $1.5 million from two large industrial 
corporations’ pension trusts. This loan was evidenced by 6% notes, 
convertible into stock at approximately $4.65 per share. 

In March of 1963, Imperial] issued 500,000 shares (soon thereafter 
transformed into one million shares by a 2-for-1 split) of its com- 
mon stock and 1,900 shares of its 6.6% $100 par value cumulative 
preferred to its California predecessor. The California company then 
distributed these securities to its stockholders. Imperial went public 
in April of 1963 when it absorbed a small but publicly held company 
called Hydro-Space Technology Incorporated (“Hydro”). 

At that time Hydro was a dormant non-operating shell.° But it had 
$481,000 in cash and cash-equivalents.”* It also had 729 stockholders. 
Imperial bought everything Hydro had in exchange for Imperial 
stock.22 Hydro thereupon distributed its Imperial stock to its stock- 


holders. 


1° The trustee’s investigation led him to conclude that Messrs. Whitney and Aikman, 
Imperial’s principal promoters and moving spirits, paid $22,300 each (or a total of 
$44,600) for the massive quantities of stock that they caused the company to issue to 
them and that they recovered most of this money by reselling some of their stock to others. 
The trustee also concluded that the company had never received any consideration for 
much of the stock issued in 1960 to persons associated with the principal promoters. 

20 Hydro was then two years old. It had been formed in 1961 for the purpose of engaging 
in various vague technological endeavors. Soon after its birth, 300,000 shares of Hydro’s 
common stock were sold to the public at $3 per share pursuant to a Securities Act regis- 
tration statement (S.E.C. Registration No. 2—18103, declared effective July 19, 1961). But 
only $418,500 of that $900,000 actually went to Hydro. The rest of the proceeds went to 
Hydro’s parent, Lithium Corporation of America. Prior to the public offering, Lithium 
owned all of Hydro’s stock. After the public offering Lithium still had a 57.4% interest 
in Hydro plus several hundred thousand dollars of the public’s money. Hydro, which 
had begun life with funds contributed to it by Lithium and which now had another $400,000 
er so derived from its share of the proceeds of the public offering, had total assets of 
more than $1 million. Unfortunately, however, Hydro’s affairs went badly. It lost a good 
deal of money. But it didn’t lose quite everything. In its last 10-K report Hydro said that it 
had ceased all operations and that its principal problem was that of finding some way to 
utilize its cash. Imperial found that way. In December of 1962 Imperial bought Lithium’s 
controlling interest in Hydro for $423,200 to be paid in installments. 

21Hydro had some patents. But their economic value was nil. At present Imperial 
receives about $1,000 a year from one of the patents that it inherited from Hydro. 

22 The proposed sale of all of Hydro’s assets to Imperial was submitted to and approved 
by a special meeting of Hydro’s stockholders. But this was a mere formality, since 
Imperial owned a majority of Hydro’s stock. See note 20, supra. 

Hydro’s stockholders received one share of Imperial’s common for every 3.913 shares of 
Hydro that they held. 








EF CREO 2 arin at emis te ss HE 


GM IS ere, 

















IMPERIAL ‘400’ NATIONAL, INC., ET AL, 41 


The major beneficiaries were the small group of persons who owned 
Imperial’s stock prior to the Hydro acquisition. They then held Im- 
perial stock which was quoted around $6 per share in the over-the- 
counter market. 

In January of 1964 Imperial made a public offering of $1 million 
in 614% convertible subordinated debentures due 1979. These deben- 
tures are subordinated to all of Imperial’s other debt. 

For the company this was an expensive offering. The cost of floata- 
tion came to over $200,000, which meant that Imperial actually re- 
ceived a little less than $800,000 from this offering.?* The debentures, 
which were in $100, $500, and $1,000 denominations were distributed 
to over 1,100 people.** All but $6,000 of these debentures are still 
outstanding.” 

The presently outstanding common and preferred shares are tabu- 
lated below: 





TABLE II 
Common Preferred 

Miercl: 1008 race italisation.« . 2. o~ 66255 cin ene nen San eatin cbs s-nsceesn= 1, 000, 000 1,900 
One t1 SOLO QGOUUINIOI 500s nc nssasccabe=-sciecsasennucecances OG5 993. 4.2. ss Ga. 
Conversion of $6,000 debentures at $3.75 a share_.........----.------- UGE bass geen tdee 

DIMES oo 32 once os aaa eadn aa magiadeboncbkwciames ® 1, 087, 722 1,900 
Promotional shares surrendered to reorganization trustee >_.......--..- (250, 000) (448) 

SIMI 225g ao sad acora se aeee al accsagcncses cubearscees 837, 722 1, 452 





8 The above omits 94,045 treasury shares issued in the Hydro transaction, which represented Imperial’s 
own majority interest in that company. 

b The trustee sought to cancel ‘‘promotional’”’ shares of both classes issued to insiders for dubious and 
mysterious services. The matter was eventually settled by surrendering half of the promotional shares to 
the trustee. 


IV. THE COLLAPSE 


After the 1964 debenture offering the company was still chronically 
short of money and heavily dependent on commercial bank financing. 
Its virtually all-debt capital structure made it extremely vulnerable 
to setbacks. Because of the tempo at which it was growing, most of 
Imperial’s motels were new. New motels are generally unprofitable at 
the outset,?° and Imperial was in no condition to withstand the result- 


234 10% underwriting discount took $100,000. Other expenses (the most significant 
of which were $57,000 in legal fees and $30,000 in printing costs) consumed a total of 
$103,500. 

24 Imperial’s last 10-K report states that on January 31, 1965, the debentures were 
held of record by 1,137 persons. 

2% The $6,000 reduction resulted from the exercise of the conversion privilege. 

*6It takes time for a new motel to establish its reputation and develop repeat business. 
Imperial’s 1964 prospectus stated that the process “takes at least one year.” 
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ing losses. Imperial’s management had neglected actual motel opera- 
tions, and the trustee attributes this neglect to “[the] constant stress 
on development of new motels and the obtaining of cash through co- 
owner sales and mortgage financing”.?” 

By mid-1965 Imperial’s chronic crisis had become actue. According 
to the trustee, management was paralyzed by internal dissension.”* The 
enlistment of new co-owners on which the operation depended was 
much more difficult than it had been. Bills went unpaid. When pressure 
by trade creditors required that something be paid on account of past 
due obligations, the necessary funds were often obtained, contrary to 
the mortgage agreements, by diverting the proceeds of construction 
loans. 

Matters came to a head in May of 1965. At that time Imperial’s 
rapid deterioration alarmed the two large commercial banks on whom 
it depended. They called their loans and applied the money in Im- 
perial’s checking accounts against the amounts due them.” 


V. THE PROCEEDINGS 


The banks’ action forced Imperial to seek relief under the Bank- 
ruptcy Act. On June 3, 1965, it filed a petition in this court for an ar- 
rangement pursuant to Chapter XI of the Act.*° A receiver was then 
appointed. His accountants prepared an unaudited balance sheet based 
purely on the debtor’s books and records without any attempt at 
verification. This balance sheet showed that as of June 3, 1965, Im- 
perial’s gross assets amounted to $30.6 million and its net worth to 
about $736,000. But the accountants who prepared it testified that they 
had little confidence in its accuracy.** 

The proposed arrangement, though filed by Imperial as it had to be 
since only the debtor can file a plan in a Chapter XI proceeding, was 
actually formulated by the banks and the pension trusts from whom 
Imperial had borrowed. They were the company’s largest creditors. 
Their proposal called for the sale of practically everything Imperial 
had to a new corporation. Half of this new corporation’s stock was to 


27 Trustee’s report at 114. 

*8Its affairs were also in considerable confusion. The trustee’s accountants stated that 
they “[F]ound the books and records of the companies in a deplorable condition. . .. There 
was a general comingling of monies of the various corporate entities without recognition 
as to where the monies belong or for what purposes it was to be spent, as a result of 
which liabilities would appear on the records of one corporate entity that actually should 
have been on the books of another.” Trustee’s report, p. 125. 

22The banks were the Franklin National Bank of New York and the Union Bank of 
California. 

*® The petition was a joint one by Imperial and eight of its subsidiaries and affiliates. 

1 The Chapter X trustee’s accountants found that at the end of 1965 there was a 
deficiency of approximately $1.1 million in total stockholders’ equity. 
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be owned by the major creditor-proponents.*? The other half was to 
be owned by a trustee for the benefit of all of the creditors, including 
the major ones.** Stockholders were to be left with nothing. 

The proposed arrangement was no simple composition. It would have 
had a drastic impact on the public holders of Imperial’s debt and 
equity securities. There was also a patent need for a thoroughgoing 
investigation by a disinterested trustee. This Commission, accordingly, 
intervened in the Chapter XI proceeding to move for its conversion 
into one under Chapter X or its dismissal, pursuant to Section 328 of 
Chapter XI. That motion was granted. In its opinion this court held 
that: 


“The situation presented here is not one of a simple composition of debts with 
minor adjustments of the interests of the public investors. What is contem- 
plated is the corporate reorganization of the affairs of the debtors formulated 
by ... larger creditors... 


IMPERIAL ‘400’ NATIONAL, INC., ET AL. 


* * * * & mH * 


There is need here for the appointment of a disinterested trustee with broad 
powers of investigation and need for the assistance of the Securities and Ex- 
change Commission and for the controls which Chapter X affords to assure that 
a readjustment of the affairs of the debtors will be ‘fair and equitable and 
feasible’ to the entire community of interests.” ™ 


Imperial thereupon amended its petition to conform to the require- 
ments of Chapter X. The court approved that amended petition on 
February 21, 1966. Thomas J. O’Neill, a member of the bar of this 
court, has been acting as trustee since that date. 


VI. TRUSTEE’S ADMINISTRATION 


The trustee brought the expansion program to a halt.*° He ended the 
drive to enlist new co-owners. The trustee took what had heretofore 
been a promotional affair and made it into a rather staid motel chain. 
He disposed of 17 unprofitable motels.** When he considered it de- 
sirable to do so, he purchased the co-owners’ interests. Twenty-six 
motels formerly owned by partnerships with co-owners are now 
wholly-owned by Imperial. These acquisitions required a total capital 
expenditure of about $1.8 million.*’ 


The financial results of the trustee’s operations are shown in Table 
IIT below. 


32 They stated that they planned to transfer this half interest to a prominent hotel com- 
pany which would then manage the Imperial chain. 

33 The major creditors, the banks and the pension trusts, undertook to supply the funds 
needed to pay priority claims and administrative costs. 

* Opinion of Shaw, J., pp. 13-15, filed January 31, 1966. 

% But he did complete four motels that were under construction when he took office. 

% Some of those units were abandoned. They passed to landowners and mortgagees. 
37 $1.2 million of this sum was paid in cash. The $600,000 balance was evidenced by notes. 
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TABLE III 


Income (loss) 
Before Income 


Calendar Year Ended December 31, Gross Revenues Taxes and Ex- 
traordinary 
Items 4 
DOO Osta cGenanconnsaucutusnakbabeacsmonaren odorata isae peeeneeeEroaae $10, 204, 700 ($84, 333 
MOG HO.s fies ec sae eaee pet ese p oka a re ya. ee eeeenee 11, 216, 900 71, 821 
DG Oe ies cape capone nL! oot age, oe eee 12, 227, 400 276, 255 
908 Pavvccinn coca cncnan ca cnutcscnpe enti aes ntae iene een ep ede ae aeaoe 12,701, 600 682, 361 
9000 9 5 oases Sous te eee et Se ers es ogee utes eo 12, 596, 400 896, 478 
BOTT ni ome So ptindte cena tu pane wan Uae cee ee eee ee cee ee 12, 066, 137 927, 361 


® Unaudited. 

b Audited data for 1968-1970 period. 

© Unaudited preliminary data. 

4 Income taxes were insignificant because of a tax loss carry forward. Extraordinary items were also 
minor. 


The marked improvement shown by the foregoing table reflects the 
progressive elimination from the chain or uneconomic units. Then, 
too, as Imperial’s motels became known to the public, their economic 
performance improved. 

Table IV below summarizes the financial results of the Imperial 
estate’s operation in 1969, 1970, and 1971, adjusted by our staff to 
reflect the trustee’s dispositions and his purchases of co-owners’ in- 
terests as though they had occurred before January 1, 1969. 


TABLE IV 


{In thousands] 














1969 1970 1971 

GHONS TOVENUC . os 0 se sccec ci cccnch awe cepakeb eee eee ae sas $11, 569 $11, 628 $11, 606 
PURDONIOCS,. 0 5. cnsesueckckauwebivanes shubebucdeesiemenel.te<akaeee 10, 401 10, 352 10, 293 
Motel operating income. «2 .s2iss2.cssensstceseeet Sess 1, 168 1, 276 1,313 
OEE INCGING So. cronaccsec secs ctoccecsuetaneusace ck eves eaeees 182 199 199 
Deletred noome bos ke cee cs hadwccceewetesee sence 203 177 155 
DONG MOOI os i obs cn Show wndie clon cna deentanesdseseasooe 1, 553 1, 652 1, 667 
General & admin, expenses... cccescccmeicw dee eeeakees cosowcede 278 302 384 
Co-OWDitS’ GUBTG 5. wiiss cosecce Swe ehtee se see shes eee siee 324 372 360 
NRG ge eas cccccscntsucvabeedwavises ool eeenareondeoen we 602 674 744 

Net income before federal income tax.....-....--..--.--------- 951 978 923 


* Excludes interest earned on trustee’s investments. But includes rental income, franchise fees, and 
miscellaneous income. 


b It represents amortization of the write up of the book value of fractional interests in motels. 
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Imperial is now a viable entity.** There is no need for further sea- 
soning.*® The company is ripe for reorganization. 


VII. ASSETS, LIABILITIES AND CAPITAL STOCK 


Apart from cash and equivalent, Imperial’s assets consist entirely 
of its interests in motel properties. There are now 103 Imperial motels. 
One is owned by Imperial but leased to and actually operated by 
an unaffiliated person. Fourteen are owned and operated by fran- 
chisees. Of the remaining 88, 27 are wholly-owned by Imperial. Sixty- 
one are owned by partnerships in which Imperial has an interest of 
50% or more. 

Ten motels are on land owned by Imperial itself or by the partner- 
ships. The rest are on leased ground. All of these leaseholds and seven 
of the ten properties held in fee are mortgaged. All mortgages are 
current. 

On December 31, 1971, the total unpaid principal balance due on 
the mortgages and to co-owners for the purchase of their interests 
(“notes payable to co-owners”) was approximately $12 million. This 
indebtedness is now materially less because of amortization payments 
in 1972 and because buyers assumed mortgages on motels sold during 
this year. The trustee estimates that by the end of 1972 such indebt- 
edness will drop to about $10.8 million. 

Most of the mortgage debt is on the partnerships’ properties. On the 
trustee’s estimates for the end of 1972, the co-owners’ share of the 
mortgage debt will approximate $2.6 million. Hence Imperial’s share 
of the entire complex’s mortgage debt plus the trustee’s obligations to 
co-owners, to be assumed by the reorganized company, will be $8.2 
million. All three of the plans dealt with in this report provide that 
this mortgage debt is to be left in place and unaffected.*° 
~ 8 Its viability was far from clear when the proceedings began. At that time sophisticated 
creditors argued that Imperial was unreorganizable. 

9 Some additional pruning of the weaker links in the present chain may well be desir- 


able. But a Chapter X trustee need not strive for perfection. 
40 The payment schedule on the mortgage debt is as follows: 


[In thousands] 








Principal Interest Total Balance 

A REMCDER THORNE BONES sors cet pik cpeesictpus pinch rab engi Sov A tile Sates ene aces och $12, 000 
DU Ats Saad cath d oe Mate b bakedotd acon ye $1, 207 $745 $1, 952 10, 800 
RUN cde a Reerncth sdaduganio de tidied betsatlaie tin 1, 322 661 1, 983 9, 500 
Minit no hb oiises nee ind adninaaaiqntababqinamet 1,326 571 1,897 8, 200 
MI io iiie cit dace g cammiede stk teli can 1,401 492 1,893 6, 800 
RUN siti dis an sins Samncdddamposd cednkieseoe 1,397 383 1,780 5, 400 
RENEE icicaic aaanti aetabeciedaanaueints deanna 1, 268 294 1, 562 4,100 

Fe NRO os ae a eS ed me a 7,921 3, 146 11, 067 4,100 





Co-owners’ share payments will depend on future developments. Should present rela- 
tionships continue unchanged the co-owners’ share of these obligations would be approxi- 
mately 224%. 
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The liabilities that the plans would affect total about $9 million. All 
of this debt was incurred prior to the initiation of the proceedings. It 
consists of about $6 million in principal ** and about $3 million in 
interest to December 31, 1972.47 At the end of 1971 there were 38 pre- 
ferred stockholders of record. At that time there were 1,034 record 
holders of common stock. 

Table V below is a condensed consolidated balance sheet of the debtor 
based on the December 31, 1970 audit, and comparative preliminary 
unaudited data as of December 31, 1971.* 















VIII, SUMMARY OF PLANS 
None of the three plans dealt with in this report would affect Im- 
perial’s mortgage debts or the notes payable to co-owners.** All of the 
plans provide that present mortgages are to be serviced by the re- 
organized company in accordance with their terms. Under each of the 
plans priority claims, taxes, and administrative costs would be paid 
in full. And each of them provides for full payment in cash to creditors 
with claims of $100 or less.** 
1. THE ORIGINAL BURNHAM PLAN 
Burnham & Co., Inc. has assembled a group (“Burnham Group”) 
that wishes to invest in the reorganized company. Under this plan the 
reorganized company’s capitalization would consist of : 
































MND aap RARE DE TE aA AMEN So ay 1S a Inlet 


473,951 shares Class A common stock ; 
1,000 shares Class B common stock; 
900,000 shares of 30¢ convertible preferred stock ($10 par value) ; 


41The claims include the pension fund claim, which now appears to be held entirely 
by the pension fund of the General Tire & Rubber Co., which amounts to approximately $1.5 
million and the claim of the Union Bank of California which comes to about $393,000. 
(The other commercial bank that was financing Imperial, the Franklin National Bank of 
New York, has withdrawn its claim.) The debenture holders’ claims total $994,000 in 
principal amount. The foregoing takes no account of substantial amount of claims that 
the trustee disputes. 

42 Interest has been computed at the rate specified in the instruments of indebtedness. 
See Ruskin v. Griffiths, 269 F. 2d 827, 830 (C.A. 2, 1959), cert. den., 361 U.S. 947 (1960) ; 
In re International Hydro-Electric System, 101 F. Supp. 222, 224 (D. Mass., 1951) ; 
cf. U.S. Trust Co. of New York v. Zelle, 191 F. 2d 822 (C.A. 8, 1951; cert. den., 342 U.S. 
944 (1952). Where no interest rate has been fixed by the contract, as is generally the case 
with trade claims which are normally expected to be paid in the ordinary course of business, 
interest has been computed at the applicable legal rate. See In re Muskegon Motor Special- 
ties, 366 F. 2d 522, 528-529 (C.A. 6, 1966) ; In re Norcor Mfg. Co., 36 F. Supp. 978, 980 
(E.D. Wis., 1941). Under New Jersey law, which governs here, prevailing legal rates on 
mortgage interest bearing obligations were 6% from June 3, 1965 to June 30, 1968; 744% 
from July 1, 1968 to April 15, 1970; 8% from April 16, 1970 to April 6, 1971; and 74% 
from April 7, 1971 to December 31, 1972. 

43 At the hearings on April 12-13, 1972, the trustee’s general manager testified that 
an audited statement for December 31, 1971 should be available in two or three weeks. 
But there is still no audited statement in the record. 

44 This unaffected debt will total about $8.2 million at the end of 1972, The notes payable 
to co-owners will then approximate $300,000. 

«> The trustee estimates the total amount of such claims of $50,000. 
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TABLE V 














[In thousands] 

As of December 31, 

1970 1971 
Sees BONE TURE PORIUG BOOTITITIOD 0 aan isd ee dla ew deen Sati dds edeoauanosaeeee $2, 055 $2, 327 
Notes and accounts receivable (net) - - ....-.--..------------------------------ 449 513 
NI ONT UNI eo sist ohn a dcctkk canes Cha bebebe anes alaiglinas x 2, 504 2, 840 
Motel properties and equipment (net) 23, 400 21, 892 
Less: deferred income on transfer of motels to partnerships *--......-..----_-- (2, 696) (2, 529) 
Pe Nc Se ne a eo adeeb oseaaace 991 815 
WNBCNE Ss Re ss es wk BE a ae i ss 24, 199 23, 018 

Current accounts payable and accrued expenses, including partnership obliga- 

UNM Ss Seas Sri eae ee aa kee cee 1, 184 1,134 
iustaiiment notes payable by trustee. >: 8 nn ow cn ne nn ee cn cncoceceeucues 288 303 
Mortgages and contracts payable ¢_._._._._._-___-_- 13, 853 12,101 
Coane equity in partnershine.. 2. ¢o2<0 25652 a tl cee 2, 918 2, 647 

Obligations not affected by plans--.-.-.---...-------------------------- 18, 243 16, 185 
CRMNDIE TROIS oo ee ree Se eh bl ees 5, 985 45,985 
6.6% cum. preferred stock, 1,452 shares......................-.....-----....--- 145 4145 
Common stock, paid-in surplus, less Treasury shares—net 837,725 shares-_----- 704 704 
Betemed earnings deficit <= 0 2s oe lence lies epee (878) 4(1) 

PRN oe ae re SS i ee AE De eee 24, 199 23, 018 





® Motel buildings, furniture and equipment are shown on the respective partnerships’ books at an amount 
based on the price paid by the co-owner for his proportionate interest and are being depreciated on this 
basis. The excess of this basis over the debtor’s cost which is included in the property account originally 
amounted to $4,354,121. Such excess has been credited to deferred income and is being amortized over the 
life of the motel properties and equipment. At December 31, 1970, the deferred income has been reduced to an 
unamortized balance of $2,695,798. The depreciation charge on the amounts in excess of cost, is offset against 
the amortization of deferred income. 

b Obligations incurred on repurchase of co-owners’ interests. 

¢ Current portion 1970—$1,288,000; 1971—$1,176,000. 

4 Before provision for approximately $2,781,000 of accrued interest on claims and $76,665 of preferred 
dividend arrears to December 31, 1971. 


100,000 Series A warrants; 

300,000 Series B warrants; 

200,000 Series C warrants; and 

An initial $500,000 loan from the Burnham Group to be evidenced 
by a 5-year 7% convertible note. 


The two classes of common are alike in all respects, except that the 
Class B will elect six of the reorganized company’s nine directors. This 
special right is to terminate when the loans by the Burnham Group 
have been satisfied by payment or conversion into stock. 

Each share of preferred stock, with a 3% dividend, is convertible 
after two years from issuance into either (a) one share of Class A 
common or (b) one-half share of Class A common and $5 principal 
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amount of 7% subordinated debentures.** In turn these debentures, 
with a 15-year maturity, are convertible at any time into Class A com- 
mon at the rate of $20 a share. 

The 3% preferred dividend is payable in the first two years only if 
earned and declared but thereafter it is cumulative if earned.*’ This 
preferred is also entitled to an additional dividend per share equal to 
that paid on the common shares.*® 

This preferred can .be tendered by the holder for redemption at 
prices ranging; from $4.50 per share in the sixth year to $10 per share 
in the fifteenth, to the extent permitted by the sinking fund.*® At the 
end of the fifteenth year the reorganized company must redeem all 
of the preferred then outstanding at $10 per share. 

The plan also creates three series of warrants to purchase Class A 
common stock. Series A and B warrants differ only in exercise price, 
which is $2 for the Series A and #4 for the Series B. Both series of 
warrants can be exercised only in the third to sixth years following 
issuance, and become void thereafter. Series C warrants are exercisable 
at $20 per share between the fifth and fifteenth year. 

The $500,000 note is to be secured by a general mortgage on all of 
the reorganized company’s properties.®° It is convertible into Class 
A. common at the rate of $2 a share. If the holders of this note convert 
it into Class A common, the preferred shareholders have 90 days to 
convert their shares under (a) or (b) previously outlined. The right 
to make any conversion will terminate after 90 days. 

Under the plan one share of new preferred will be issued for each 
$10 in creditors’ claims. Creditors will also receive pro rata 200,000 
Series B warrants. Holders of debtor’s 6.6% preferred stock ($100 
par value) will receive 10 Class A common shares in exchange for each 
preferred share. Holders of debtor’s common stock will receive one 
share of Class A common for each four shares of common. 

The Burnham Group, as noted, will lend $500,000 for which it will 
receive the 7% note. In addition, it will purchase for $500,000 in cash 
(a) 250,000 Class A shares; (b) 1,000 Class B shares; (c) 100,000 
Series A warrants; (d) 100,000 Series B warrants; and (e) 200,000 
Series C warrants. 


46 Debentures are to be issued in $100 denominations and Class A stock in full shares. 
There are complicated provisions as to fractional shares which need not be detailed. 


47 Although cumulative, all conversion, repurchase and redemption provisions limit 
the holder to the par value of the preferred shares or less. 


48If more than half of the preferred shares are converted or redeemed, the total annual 
dividend on the preferred shares is limited to 80¢. 


49 Commencing in the sixth year, the sinking fund is to receive 50% of the reorganized 
company’s net income, adjusted by adding back the depreciation deduction but subtracting 


payments on debt and for the replacement of fixed assets. In certain circumstances 
proceeds from the sale of assets may also be included in the sinking fund. 

50This mortgage will, of course, be junior to present mortgage debt, which is unaffected 
by the plan. 
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2. THE BURNHAM ALTERNATIVE PLAN 


This plan offers other choices, Under it the Burnham Group will 
invest $500,000 in the reorganized company in exchange for 900,000 
shares of common stock.** Affected creditors and stockholders are of- 
fered in satisfaction of their claims and interests: (1) up to a maxi- 
mum of 900,000 shares of 4% noncumulative convertible preferred 
stock, $10 per value (Alternative A); or (2) $3.7 million in cash and 
warrantts to purchase 100,000 shares of common stock (Alternative 
B) ; * or (8) any combination, pro rata, of Alternative A and Alter- 
native B (Alternative C).°? The plan does not specify the division of 
the proposed distribution among creditors and stockholders. It ex- 
pressly leaves this question open for the court’s determination. 

Claimants who elect Alternative A will receive one share of pre- 
ferred for each $10 in claims but no more than 900,000 shares are 
authorized. Each share of preferred will be entitled to one-tenth 
of a vote. For five years after issuance this stock is convertible into 
common stock: (a) two-thirds of a share for one stock of preferred 
during the first two years; (b) one-half share during the third and 
fourth year; and (c) two-fifths share in the fifth year. Commencing 
with the sixth year after issuance, the preferred shares may be tendered 
by the holder for a redemption at 50% of par value. This redemption 
price increases by 5% annually so that it reaches 100% of par in the 
15th year. The reorganized company may redeem at any time all or 
some of this issue at par value.** The 100,000 warrants under Alterna- 
tive B are five year warrants exercisable at $5 per share for two years 
after issuance, at $6 per share for the third and fourth year, and at 
$7 per share during the fifth year. 


8. THE SCHIAVONE PLAN 


This plan would create a holding company which will own all of 
the stock of Imperial and of Schiavone Construction Co., Ine. 


5 This will be the only issued and outstanding common stock pending conversion of the 
preferred stock and exercise of the warrants hereinafter described. 

682 The Burnham Group has arranged for loans of $3.5 million, of which Peoples Trust Co. 
of New Jersey will provide $2.5 million for five years at an interest rate of 3% over the 
bank’s prime rate, but no more than 9% per annum. This loan requires no amortization 
for the first year and then calls for amortization in the amount of $312,500 per annum 
and the balance due at maturity, subject to a possible refinancing. 

Daniel Cowin, a member of the Burnham Group, will provide the remaining $1 million 
at the same interest rate as the Peoples Trust loan. There will be no amortization until the 
Peoples Trust loan has been repaid and then the Cowin loan will be repaid in equal quarterly 
installments over five years. 

53For example, should the holders of one-half of the affected claims against Imperial 
elect Alternative B, approximately 450,000 shares of preferred, $1,850,000 in cash. and 
50,000 warrants would be made available for distribution. 

54In the event of ‘‘default” the preferred stockholders as a class will be entitled to elect 
two of the five directors until such default is cured. But the sole event of “default” is the 
payment of a cash dividend on the common stock without payment of the noncumulative 
cash dividend on the preferred. 


246-829 0 - 79 - 5 
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(“Schiavone”), a closely held corporation primarily engaged in heavy 
construction in New Jersey and contiguous states. 

The holding company would issue 2,900,000 shares of common 
stock, 5-year warrants to purchase 100,000 shares at $10 per share, and 
stock subscription rights for 54,300 shares at $10 per share °° to be 
distributed as follows: 


1. Schiavone’s shareholders will receive 2,530,000 shares of 
common stock (87.2 percent) in exchange for all its outstanding 
stock. 

2. The other 370,000 shares (12.8 percent) will be available for 
distribution to Imperial’s creditors and stockholders. The plan 
specifies no allocation among creditors and stockholders. This is 
to be determined by the court. 

3. Warrants will be distributed to creditors in proportion to 
their claims. 

4, The stock subscription rights will go to the motel co-owners. 


The initial board of directors will consist of seven members, five 
designated by Schiavone and one each by committees of co-owners and 
creditors. 

IX. APPLICABLE STATUTORY STANDARDS 


Chapter X plans must be “fair and equitable and feasible.” °* Fair- 
ness, the Supreme Court has held, requires “. . . that each security 
holder in the order of his priority receives from that which is avail- 
able for the satisfaction of his claim the equitable equivalent of the 
rights surrendered.” *’ This means creditors must be compensated in 
full before stockholders can participate at all.°* And with respect to 
the stockholders, in a case such as this where there is a preferred stock, 


% The time within which these rights must be exercised is not specified. 

56 §§ 174 and 221(2) of Chapter X. 

“At the outset it should be stated that where a plan is not fair and equitable as a 
matter of law it cannot be approved by the court even though the percentage of the various 
classes of security holders required . . . for confirmation of the plan has consented. It 
is clear ... that the Congress has required both that the required percentages of each 
class of security holders approve the plan and that the plan be found to be ‘fair and 
equitable’. The former is not a substitute for the fatter. The court is not merely a minis- 
terial register of the vote of the several classes of security holders. All those interested 
in the estate are entitled to the court’s protection. . . . The contrary conclusion... 
would make the judicial determination on the issue of fairness a mere formality and 
would effectively destroy the function and the duty imposed by the Congress on the district 
courts. .. . That function and duty are no less here than they are in equity receivership 
reorganizations, where this Court said, ‘Every important determination by the court in 
receivership proceedings calls for an informed, independent judgment’. National Surety 
Oo. v. Coriell, 289 U.S. 426, 486.” So spoke a unanimous Supreme Court in Case v. Los 
Angeles Lumber Products Co., Ltd., 308 U.S. 106, 114-115 (1939). 

57 Group of Institutional Investors v. Chicago, Milwaukee, St. P. & Pac. R.R. Co., 318 
U.S. 523, 565 (1943). 

58 Case v. Los Angeles Lumber Products Oo., Ltd., supra, at 115-132; Consolidated Rock 
Products Oo. v. DuBois, 312 U.S, 510, 527 (1941). 
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its liquidation preference must be given appropriate recognition prior 
to provision for the common.*® 

What has just been said does not mean that creditors must be paid 
in cash. Indeed, such cash payment is the execption rather than the 
rule. Payment can be and usually is made in securities. And those 
securities may be: 


“... of the same grade as are received by junior interests. Requirements 
of feasibility . . . frequently necessitate it in the interests of simpler and 
more conservative capital structures. And standards of fairness permit it 
. . . [But] while creditors may be given inferior grades of securities, their 
‘superior rights’ must be recognized. Clearly, those prior rights are not 
recognized, in cases where stockholders are participating in the plan, if 
creditors are given only a face amount of inferior securities equal to the 
face amount of their claims. They must receive, in addition, compensation 
for the senior rights which they are to surrender. If they receive less than 
that full compensatory treatment, some of their property rights will be 
appropriated for the benefit of stockholders without compensation. This is 
not permissible.” © 


Although most frequently referred to for the purpose of arriving at 
appropriate allocations among classes of creditors and stockholders, 
the thrust of the fair and equitable concept goes far beyond that 
context.*' Every aspect of a reorganization proceeding and of the plan 
that brings it to a close must meet the fairness test.** Thus the statute 
requires that the distribution of voting power in the reorganized com- 
pany be “fair and equitable.” ** Also expressly subjected to that test 
are the provisions as to the rights and privileges of the several classes 





509 Central States Electric Corp. v. Austrian, 183 F. 2d 879 (C.A. 4, 1950), cert. den. 340 
U.S. 917 (1951). 

6 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 528-529 (1941). At pp. 
529-530, the Court went on to observe that “Practical adjustments, rather than a rigid 
formula, are necessary. The method of effecting full compensation for senior claimants 
will vary from case to case. As indicated in the Boyd case [Northern Pacific Ry. v. Boyd, 
228 U.S. 482, 508 (1913)], the creditors are entitled to have the full value of the property, 
whether ‘present or prospective, for dividends or only for purposes of control’, first 
appropriated to payment of their claims. But whether in case of a solvent company the 
creditors should be made whole for the change in or loss of their seniority by an increased 
participation in assets, in earnings or in control, or in any combination thereof, will be 
dependent on the facts and requirements of each case. So long as the new securities offered 
are of a value equal to the creditors’ claims, the appropriateness of the formula employed 
rests in the informed discretion of the court.” (Footnotes omitted). 

61 It is sometimes forgotten that the fair and equitable standard is more than a mere 
creditor-protection device. It also means that creditors cannot be permitted to participate 
beyond their claims at the stockholders expense. See Protective Committee v. Anderson, 
390 U.S. 414, 445-454 (1968) ; Knight v. Wertheim, 158 F. 2d 8388, 843 (C.A. 2, 1946). 
In the instant case the consideration that Imperial received from those to whom it issued 
stock was minimal or even dubious. Nevertheless the present public stockholders paid for 
their stock. That they did not pay Imperial is of little relevance for present purposes. If an 
equity has developed over the years, it belongs to them. : 

6 See Protective Committee v. Anderson, 390 U.S. 414, 424 (1968) : ‘‘The requirements 
of §§ 174 and 221(2) of Chapter X ... that plans of reorganization be both ‘fair and 
equitable’, apply to compromises just as to other aspects of reorganizations.”’ 

63 § 216(12) (d). 
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(when there are or will be such classes) of the reorganized company’s 
securities.** And when a plan calls for the contribution of fresh money 
to the debtor, the infusion of new assets to it, its sale, or its amalgama- 
tion with another entity, the exchange must be fair and equitable to all 
interests involved. 

Feasibility requires among other things that the cash needed to 
carry out the plan be on hand, that the reorganized company begin 
life with adequate working capital, and that it be in a position to meet 
its obligations.®* The capital structure should be simple and conserva- 
tive. This is necessary to minimize the likelihood of return engage- 
ments in the bankruptcy court with new losses to creditors and stock- 
holders; fresh rounds of fees to trustees, their counsel, accountants, 
etc.; and further imposition on the time of the federal courts. 

From what we have said it is clear that valuation is central to the 
reorganization process. Should creditors’ claims exceed the value of 
the business, shareholders have no economic interest in the debtor. 
Conversely, if the business is worth more than the aggregate amount 
to which the holders of senior interests are entitled, those who held 
junior interests must be given appropriate participation in the re- 
organized enterprise. Valuation is also significant for purposes of 
feasibility since the proposed capitalization must be related to the 
value of the enterprise. 

X. VALUATION 


The “value” of a business for corporate reorganization purposes 
turns principally on its earning capacity. As Judge Frank observed: 
“Value is the present worth of futwre anticipated earnings. It is not di- 
rectly dependent on past earnings; these latter are important only as a 
guide in the predictions of futwre earnings.” * The application of this 
standard “. .. requires a prediction as to what will occur in the future, 
an estimate, as distinguished from mathematical certitude, is all that 
can be made. But that estimate must be based on an informed judgment 
which embraces all facts relevant to future earning capacity and hence 
to present worth, including, of course, the nature and condition of the 
properties, the past earnings record, and ally circumstances which in- 
dicate whether or not that record is a reliable criterion for future 
performance.” ° 


6 § 216(12) (b) (1). 

6 One court has formulated that test, thus: “A plan is feasible if it does not provide 
for an excessive capital structure, if it gives the new company a reasonable prospect for 
survival, and if the net earnings which the new company may reasonably anticipate over the 
indefinite future will be sufficient to meet the interest and dividend requirements of the 
new securities to be issued.” In re Philadelphia € Western Railway Co., 51 F. Supp. 129 
(E.D. Pa., 1943). 

6 Frank, Epithetical Jurisprudence and the Work of the Securities and Exchange Com- 
mission, 18 N.Y.U.L.Q. Rev. 317, 342, n. 68 (1941) (emphasis in original) cited with 
approval in Protective Committee v. Anderson, 390 U.S. 414, 442, n. 20 (1968). 

87 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 526 (1941). 
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1. THE TRUSTEE’S VALUATION 


As shown in Table IV, supra, the debtor’s post—1968 financial per- 
formance has been stable. The trustee’s general manager projects total 
1972 gross revenues at $12,350,000. He believes that this will produce 
net pre-tax income of $1,156,000. For 1973 the general manager pro- 
jects a further 4% growth increasing pre-tax net income for that year 
to $1.2 million. He considers these increases probable because the 1969- 
1971 was a recession period for the motel industry and because the 
trend is now upward.” ® 

The trustee retained Dr. Michael Kawaja, a financial expert, to value 
Imperial. In July 1969 he had presented a comprehensive valuation re- 
port, which he updated at the April 1972 hearings. He accepted the 
trustee’s projected revenues and pre-tax earnings for 1972. He divided 
the projected 1972 after-tax income into two segments, which he cap- 
italized at different rates to reach an enterprise valuation of $18,- 
773,000 ® as follows: 








Income Rate Value 
(percent) 
REE CODES Oo on conga inaccmaeeesqtncenocuuesecoaonases $529, 000 8 $6, 613, 000 
NII. Shits aspen ea re Me a Sey oe ak ea 608, 000 5 12, 160, 000 
NOD ose oct tnn cu Gat da edciseuaaeeeduausewaeonceus RSET OU ccacacatunctag 18, 773, 000 





® Excluding co-owners’ portion of the aggregate interest expense of $745,000, Dr. Kawaja used a flat 71%. 
The more precise figure for Imperial’s share of the interest expense would be $548,000. This difference ac- 
counts for the discrepancy between the total income in the above computation and $1,156,000 actually 


i projected. 


Although the average interest rate on Imperial’s mortgage debt, which 
is not affected, is 6.68%, his 8% capitalization rate is based on what 
Imperial would have to pay for new mortgage money. He considered 
current market valuations of motel stocks “inflated” and applied a 
multiplier of 20 to the net income of Imperial. 


2. THE COMMISSION’S VIEW 


As Dr. Kawaja recognized in his testimony, we have historically 
avoided the segmented income approach to valuation in reorganiza- 
tion cases, and sought a value for the enterprise as a whole, before in- 
terest. This preference is based on the fact that generally the debt struc- 


6 Gross operating revenues for the first quarter of 1972 were $2,582,116. Imperial’s 
gross revenues during the first quarter of 1971 from the motels now operated by the 
trustee were $2,421,350. The revenues for the first quarter of 1972 thus reflects a 6.6% 
increase over the same period in 1971. 

© The value found in July 1969 was $21,975,000 using the same basic valuation approach. 
The disparity is primarily due to the exhaustion of the $818,000 tax loss carryforward 
then available and to changes in interest expenses. 
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ture is adjusted in a Chapter X reorganization. Hence what must be 
determined first is the value of the enterprise, upon which the appro- 
priate pro forma debt and equity structure is necessarily premised. 

None of the plans before us affects the mortgage debt or the notes 
payable to co-owners, and the debtor is in an industry in which such 
debt is part of the normal capital structure. Hence, it is appropriate 
and convenient to focus on the income after interest. Accordingly, Dr. 
Kawaja’s attempt to ascertain the present value of the outstanding 
mortgages seems to us an unnacessary refinement. Imperial’s present 
mortgage debt is a fact and its service is fully provided for, The fact 
that its terms are relatively favorable cannot reduce the value of the 
equity in the enterprise. 

Table VI below repeats the historical earnings for 1969-1971 and the 
trustee’s projection for 1972, adjusted in some respects. 


TABLE VI 


[In thousands] 














1969 1970 1971 1972 

SPOOR TOVONUON, «6c ocean ncudcecrnuslestecueenees $11, 569 $11, 628 $11, 606 $12, 350 
TROON, oc roseccavccbewecasanpcnsasneadceusnaees 10, 401 10, 352 10, 293 10, 763 
Motel Operating income §__............-.--- 1, 168 1, 276 1,313 1, 587 
GUST none Boe ccc ccc ccc eneben ean ouceuenweue 182 199 199 200 
Deleered NOMS Fsccse. ees se eee eee aces 203 177 155 140 
Total income. ..6. isla s2~scstvawdereteceass 1, 553 1, 652 1, 667 1,927 
General & Admin. expenses...........-.....-.---- 278 302 384 475 
Oo-ownere’ ahOre.. 2.35. cc Soc cceSe cece eeecenee 324 372 360 443 
DOG a sin awannidnes dupes sveedeCaadacnas cence 602 674 744 918 

Net income before federal income taxes..........-- 951 978 923 1, 009 
Net income after federal income taxes............- (4) (4) (4) 530 





® After depreciation, ground rent and interest on mortgage debt. 

b Excludes interest income earned on trustee’s investments. But includes rental income, franchise fees, 
and miscellaneous income. 

¢ Represents amortization of the write up of the book value of fractional interests retained in motels. 

4 Not computed. 


As has been pointed out (p. 44 supra), the 1969-1971 statements have 
been made comparable to the 1972 projections by adjusting for inter- 
vening dispositions of motels and acquisitions of co-owner’s interests. 

Our projection for 1972 differs from the trustee’s in respect to the 
co-owner’s share. As shown in the table above, for the period 1969- 
1971, the share accruing to co-owners from the present motels ranged 
from 27.4% to 29.1% of motel operating income. Based on the same 
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analysis, the projected 1972 data would yield co-owners 27.9%. We 
have accordingly increased this projected item by $97,000. 

In projecting the reorganized company’s overhead expenses, the 
trustee based his $425,000 estimate on the central office expenses under 
his administration, deducting the fees of himself, his counsel, and the 
independent auditors. But the reorganized company will undoubtedly 
require an annual audit, and will incur additional corporate and man- 
agerial expense. We allow an additional $50,000 to compensate for the 
apparent underestimate. 

These increases in projected costs amount to $147,000, Adjusted for 
federal income taxes, our projected net income is $78,000 below the 
trustee’s $608,000 projection, or $530,000 for Imperial as now 
constituted. 

Actual earnings will, of course, vary from year to year. Imperial’s 
earnings will fluctuate like those of other businesses. But we think it 
reasonable to assume that average earnings will approximate the 
$530,000 after-tax projection for 1972 shown in Table VI. Such net 
income appropriately capitalized represents the value of the Imperial 
enterprise. 

Table VII shows the high (H), median (M) and low (L) price- 
earnings ratios for the shares of six motel chains. 








TABLE VII 
1972* 1971 1970 

HMULHMtLH™M L 

Gusney. Coure Daotels, 1N6.9.. 222s ois sc2i ass 53 43 36 37 28 18 59 53 45 

Pen PRIA TERRE es ress ce Boe a SN ONE ee eee a ce ai copie donber 38 30 21 35 27 18 37 32 29 

IS CECE, Gos aan eh enaducaemadenasacae 26 22 18 22 15 10 38 32 27 

MINE OME IGE Oh ou os ida cuued mab stacwtude teat i acatadaiucs (4) 22 14 5 50 33 16 

I US RN nn ae eS een anovensnwadaia 36 31 26 42 32 22 45 32 20 

IN RIMES, SIME Bers On ee 2 sn oh ia dab caaidy nam siacunmemcate 48 40 32 21 18 15 34 24 14 
SRW ONIN SC foo ot Se a ada as yet Fe WP eco ho ccains 38 
ENGNG MUNI or can dia euros geees tied cockaawousapoansisie TO esate SP eee KH .... BD 
I PO ne eS shee tea i eddew nc sbansabacaehna Wh ae Oe <antcods 2 22 





* The months of January to May. 

® Traded over-the-counter. 

b Traded on New York Stock Exchange. 

° Traded on the American Stock Exchange. 
4 Net loss reported. 


In selecting these companies the mammoth market favorites were 
excluded. The companies selected are not necessarily comparable to 
Imperial in all respects. But we think the sample adequate for deriv- 
ing an appropriate multiple.” 


7 The group of companies selected corresponds to Dr. Kawaja’s sample except for the 
exclusion of Holiday Inns and substitution of two of its franchisees, United Inns and 
American Motor Inns. 
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Average multiples for this group ranged from a low of 22 to a high 
of 38, and most of the individual multiples also fell between these 
limits. This clustering of the individual multiples in the 22-38 area 
gives the averages more reliability than they might otherwise have.” 

As Table VII shows, the motel industry has been an investment 
favorite in recent years. It still is. The high rates at which motel earn- 
ings have been capitalized in recent years rest on the premise that 
this is a growth industry. For present purposes we accept that premise. 

We think that once Imperial emerges from these proceedings new 
management could obtain for the company some share of the growth 
that the market anticipates for the industry as a whole. Taking ac- 
count of this factor but recognizing Imperial’s static recent history, 
we consider a multiple of 22 realistic. Applying the multiple to the 
projected $530,000 net income yields $11,660,000 as the value of Im- 
perial’s equity over the debt to be assumed by the reorganized 
company. 

Another item of value is excess cask. An enterprise valuation as- 
sumes adequate working capital. Cash balances not needed for this 
purpose are an addition to the enterprise value. Such excess cash is 
significant here. 

The trustee maintains bank accounts for each of the motels in which 
the debtor has a proprietary interest. These working balances are sub- 
stantial. They totaled $800,000 at the end of 1971. The trustee’s home 
office cash amounted to $1.5 million at the end of 1971 and he expects 
it to increase to about $1.7 million at the end of 1972. 

We are informed that the trustee’s comptroller considers $300,000 
an adequate cash balance for Imperial’s home office. 

The trustee’s expert witness made no allowance at all for excess 
cash. He explained that he had been informed that any money held 
by the trustee in excess of the amount needed for working capital had 
been set aside for administrative expenses. We find this assumption 
unacceptable. We do not undertake to forecast what the final allow- 
ances will come to. That is for the court to determine in the light of a 
record yet to be made. For present purposes we think it fair to assume 
that Imperial will have at least $600,000 in cash more than it needs 
for the conduct of its business. Such estimated excess cash is, of course, 
subject to adjustment, up or down, at or about the time of 
consummation. 


7 Compare Jade Oil € Gas Co., 44 S.E.C. 56, 65 (1969) : “. . . [T]he Trustee’s concept of 
striking and using some industry-wide ‘average’ is extremely dubious. One of the Trustee’s 
sample of 15 companies sells for 10 times cash flow, and, at the other extreme, another 
sells for 450 times cash flow. There is not even the semblance of a clue as to which rate 
is appropriate, and “averaging’’ such disparate numbers contributes nothing to a rational 
resolution of the issue. . .. In the face of the vast range of multipliers, we consider 
market prices an unreliable guide to value and fairness.” 
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The total value of Imperial is thus $20.5 million,’? computed as 
follows: 


Value of Imperial’s motel business excluding unaffected debt *___. $11, 700, 000 


TOpUaInted GkOCCHN CORN 8 Lo oie eT 2 eee ee 600, 000 
RiManiere antares Se A ee Se Se se ea 12, 300, 000 
WRRTOCLCG CONG. is sn oars See wot oS Soh) 8, 200, 000 
POPIISEE ic RU RR ca a ee Cd 9 A ate ene se 20, 500, 000 


* Rounded from $11,660,000. 


The pertinent figure by which the fairness of the proposed plans must 
be tested is $12.3 million. 


XI. FAIRNESS AND FEASIBILITY 
1. THE BURNHAM PLANS 

Both Burnham plans are grossly unfair and patently inequitable. 
The proposed allocations of interest in the reorganized enterprise be- 
tween the Burnham Group, on the one hand, and those with interests 
in Imperial, on the other, are one-sided in the proponents’ favor. 

The Burnham plans, particularly the original plan, are the very 
antithesis of a plan which Chapter X requires. The wide variety of 
options, conditions and conversion rights in this plan makes it too 
complex for useful analysis of its impact on the rights of investors. 
Each individual decision to convert, te redeem or to exercise a war- 
rant must necessarily alter the relative position of every other investor. 
As the Supreme Court has said, “. . . the substitution of a simple, 
conservative capital structure for a highly complicated one may be a 
primary requirement of any reorganization plan. There is no neces- 
sity to construct the new capital structure on the framework of the 
old.” 7* Chapter X never intended that the court approve a plan add- 
ing inordinate complexities of the kind here proposed. 

The so-called “preferred” stock that creditors would receive under 
the Burnham plans can scarcely be regarded as preferred in any seri- 
ous sense. Its 3% or 4% dividend rates are unreasonably low. 

This preferred share ($10 par value) is certainly not the fair equiv- 
alent of $10 in claims for which it is to be issued. The value of the 
conversion rights and warrants is highly speculative. It depends on 
the market movement of Imperial’s new common stock. In the face of 
the liberal treatment of the Burnham Group, its offer to Imperial’s 
creditors and investors may bring them very little of what the plans 
appear to promise. It is thus a mere bet on the future at unfavorable 
odds, not the equitable equivalent that Chapter X prescribes. 

7 Based on evidence taken in May of 1969, the Special Master valued the debtor at 
$19,579,000. 

%3 Consolidated Rock Products Co. v. DuBots, 312 U.S. 510, 531 (1941). The Court also 


said (at 528): “Requirements of feasibility . . . frequently necessitate . . . simpler and 
more conservative capital structures.” 
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In light of the foregoing there is no need to discuss these plans’ 
many objectionable features. We pause to note their open-handed gen- 
erosity to the Burnham Group. Table VIII, which follows, presents 
a good illustration of the original Burnham plan’s effect. It assumes 
that the preferred shares and notes are all converted into common 
stock,” and that the warrants remain outstanding. 


TABLE VIII 


Value of Equivalent 


Contribution Percent Common Percent 
Shares > 









Creditors .. cose. cnn cc ce eeuscssasRASee see ccte ® $9, 000, 000 67.7 900, 000 55.4 
Stockholders: 
Pree... Sicccv nd ucseddchieesees ® 231, 448 Ae 14, 520 12.9 
Oommen . «2c. asi suacstacce- Seatac cspseeeesee 3, 068, 552 23.1 209, 481 12.9 


12, 300, 000 92.5 1, 123, 951 69, 2 





Proponent (Cash): 


OomMon . .\... sates ak Resetecseue Ret ee cae ene eet soe cute eos 
Original Note... 2 ocdcbunccescsaccsckipccuuche 500, 000 7.5 501, 000 30.9 
OU ond Stace ccte ec sceae eee bee eae 13, 300, 000 100.0 1, 624, 951 100.0 


*® Amount of claim including interest and dividend arrearages to December 31, 1972. 
b Assumes conversion of 900,000 preferred shares on a share-for-share basis and conversion of the “‘ Original 
Note.” 


The table does not show the effect if preferred shareholders elect one 
or more of the several options to surrender their shares for cash at 
substantial discounts. Any such elections will further increase the 
Burnham Group’s percentage of the equity. 

Although the Burnham alternative plan leaves allocation among 
Imperial’s creditors and shareholders to the court, Chapter X requires 
full satisfaction of senior claims before anything may be allocated to 
junior interests. The $3.7 million in cash offered by Alternative B 
(plus whatever value may be attributed to the warrants in that offer) 
does not satisfy the approximately $5 million principal amount of 
“senior indebtedness.” Hence there would be nothing for subordinated 
debenture holders or shareholders. The investment value of the 4% 
noncumulative preferred stock offered by Alternative A is nowhere 
near its nominal par value. The Burnham Group itself recognizes this 
by treating those shares as interchangeable with the $3.7 million in 
cash, indicating a real value of about $4.10 per share.”® 


™% This plan clearly contemplates that the preferred shares and the Burnham Group’s 
note or notes will be interim securities and that the reorganized company move to an all- 
common stock structure over the years. 

% Since, as appears in Table IX below, the preferred shares are convertible into no more 
than 40% of the equity in the reorganized company, they cannot be worth more than 40% 
of the pro forma equity of $12.8 million, or $5.1 million, as against a contribution of $12.3 
million. 
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In light of our finding as to value of $12.3 million for the interests 
of these creditors and shareholders of Imperial, both Alternatives A 
and B are unfair to them. These alternatives are even more generous 
to the Burnham Group than its original plan. Table 1X shows what 
would happen under Alternative A. 


TABLE IX 
Value of Percent Equivalent Percent 
Contribution Common Shares 
Creditors and other interests.._._.....-.-.-----.-- $12, 300, 000 96.1 ® 600, 000 40.0 
MMI TS. CONNER Sr a 500, 000 3.9 900, 000 60.0 
TOI ec i a a le cae os 12, 800, 000 100.0 1, 500, 000 100. 0 





8 Assumes conversion of preferred shares at the initial rate of 34 share of common for each preferred share. 


The calculations in Table IX assume issuance of the maximum of 
900,000 shares of preferred. The plan can be construed to reduce sub- 
stantially the number of preferred shares if the subordinated deben- 
ture holders were excluded. This would materially increase the Burn- 
ham Group’s percentage. We have made the assumption which places 
the alternative in the best light. 


2. THE SCHIAVONE PLAN 


As described previously, this plan creates a new holding company 
which will own the stock of Imperial and Schiavone. About 87.2% of 
the holding company’s 2.9 million shares of common stock would go to 
the Schiavone interests, with the remaining 12.8% going to the Im- 
perial interests. The fairness of this allocation depends upon the 
respective contributions of these interests. 

We have valued Imperial’s contribution at $12.3 million. We turn 
to a valuation of the equity of Schiavone. 

Schiavone does bridge construction, pier work and dredging. More 
than 95% of its work is obtained through competitive bidding from 
state and local governments, mostly in New Jersey. Its audited con- 
densed combined balance sheet as of September 30, 1971, is summarized 
in Table X below.”* This balance sheet shows total assets of $33.5 
million, total liabilities of $21.1 million, and stockholders’ equity of 
£12.4 million. 

The real estate held for investment appears on Table X at a cost 
of $2,293,981. The income statement for tne same fiscal] year reported 
a loss of $295,289 on the operation of this real estate. Such losses have 

7% The statement includes, in addition to Schiavone and its nine subsidiaries, a small real 


estate affiliate which leases property to Schiavone. We assume from the manner of presenta- 
tion that this affiliate is also intended to be transferred to the holding company. 
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TABLE X 





ASSETS 
Current Assets: 


































Oarrent Gees. «5.555 es Se rk a cues eacecoaees $26, 774, 428 





Automotive, construction & office equipment-................----....---.-.------------------- 4, 002, 575 
Other assets: 
Real estate held for investment—at cost................-..-...-..-...-.-.------ 2, 293, 981 


DETROOOTOGR osesinesin ox soe Gn cero neh Dae ae an Oe ee ea 456, 689 


peccinn au tea Sapna ene eine amet e nea eae meee ee ars aetna tao. 2, 750, 706 





POUT OE co re rice dc es re i eee ee Se 33, 526, 673 


LIABILITIES & STOCKHOLDERS’ EQUITY 


Accounts & notes payable & miscellaneous current liabilities._._..__....._._--.---- $9, 939, 437 
Deferred income taxes (current portion)... .... .. 5. .20s 2 ose ae 6, 687, 806 
Billings in excess of costs and estimated earnings.____...._.-...---.-.---------_---- 2, 427, 979 
Mortgages and notes payable (long-term portion).......--.------------- aectet. Sate 444, 463 
Deferred income taxes (long-term portion) .......--..-.---------------------------- 1,614, 772 
DOCK HADINNGS .. . 2 eo onde ec awge in eee eden kuti acn. tab ewee. ss ee sees $21, 114, 457 


Stockholders’ Equity: 
Common stock and paid-in capital...............-.--..----._----------------- 129, 000 


Bepained cariings :. . << ae ee ee Eee 12, 283, 216 


Total stockholders’ equity 12, 412, 216 


Total liabilities & stockholders’ equity..........--.-..--...----.---------- hide sod ogee $33, 526, 673 





been incurred regularly. For the three prior fiscal years they amounted 
in the aggregate to $388,000. The Special Master found the value of 
the real estate to be $4 million, allowing for a small mortgage 
thereon.”7 

Schiavone has always been closely held and is owned by four 
stockholders. Its construction business is and always has been con- 
centrated in the New Jersey area. Since 1961 it has grown rapidly, 
from a small local company, to one with annual revenues exceeding 
$50 million and with some penetration into adjacent states. 

The operating results of the Schiavone Group for the four fiscal 
years ended September 30, 1971 (restated for the first three years) are 
summarized in Table XI. 

The foregoing table is based on data reconstructed to show 
Schiavone’s change in accounting methods. Historically, the com- 
pany had reported income from completed contracts and used ac- 
celerated depreciation. For tax purposes it still does that. In the 
spring of 1971, on the company’s instructions, its auditors prepared 


ore each alta 


7 The finding followed the valuation testimony of Schiavone’s executive vice president. 
Schiavone also presented the testimony of a real estate broker who valued the property at 
$5,111,000, primarily on the basis of sales in the area. 
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TABLE XI 


[In thousands] 
Construction Construction Allowance For Net Income 


Fiscal Year Revenues Income ® Federal and State After Taxes 
Income Taxes 


see ae ee ae $22, 749 $2, 784 $1, 296 $1, 428 
Rs ree since eons 27, 296 5, 797 2,890 2,762 
Re ee foe es ane stan 37, 308 5, 251 2, 784 2,393 


Rete eites erie e ate tor ls 49, 328 6, 281 3, 266 > 2,917 





® Based on percentage-of-completion method of accounting. 
> Before credit of $283,670 to reflect cumulative effect on prior years (to September 30, 1970) of depreciation 
change from accelerated to straightline method. 


revised statements for three fiscal years, based on the percentage-of- 
completion method and straight-line depreciation. “This special report 
was for the sole use of the company to be used only in conjunction 
with current acquisition and merger negotiations.” ** 

These changes in accounting method had a material effect on the 
income data presented for the years 1968-1970. Ignoring immaterial 
details, the restatement increased total after-tax net income for the 
three fiscal years from $2.8 million to $6.6 million. Construction in- 
come for the same three years rose from $5.6 million to $13.7 million."® 

Percentage of completion accounting is one of several generally ac- 
cepted methods for reporting construction income. It is widely used 
by publicly-held companies in this industry. However, it is based on 
elaborate estimating procedures which depend on managerial judg- 
ments. Consequently, the ultimate reliability of the results is less as- 
sured than under the completed contract method. They must be treated 
cautiously until supported by a substantial body of experience under 
varying conditions. 

At the July 1971 hearings Schiavone introduced a report prepared 
by Fails & Associates, Ltd., a management consulting firm. This re- 
port did not include a study of Schiavone’s future earning power, The 
“projected earnings” method used was based solely on a growth for- 
mula derived from the three-year trend. No attempt was made to con- 
sider the factors like'y to affect the business in the future. The other 
two methods simply involved applying ingenious mathematical permu- 
tations to the data of the previous three years. 

The multiplier used in the Fails’ report was derived by taking the 
average high price earnings ratio from an unidentified study of 

7% This limitation is stated in the auditors’ opinion letter of January 15, 1971. They did 
express an opinion that the restated “financial statements present fairly the information 
therein set forth.” 

7 The larger increase in construction income was before $4.2 million of deferred income 


tax liability, representing the taxes which would be incurred when the restated income 
would be realized under the more conservative tax accounting methods. 
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publicly-held construction companies during the years 1964-1968. 
Schiavone’s witness was unable to identify the companies included in 
that study. As a result of these computations, Fails produced earnings 
figures ranging from $2.36 million to $2.67 million, which it multiplied 
by 19.69 to arrive at a value ranging from $46.4 million to $52.6 mil- 
lion for the equity. 

Schiavone did not choose to project its future earnings. Hence we 
shall use the approximately $2.9 million that it earned during its 1971 
fiscal year. This is the highest annual net income in Schiavone’s his- 
tory and thus provides the base most favorable to Schiavone. 

To determine an appropriate multiplier, we generally consider the 
price-earnings ratios of other like companies. In this case comparisons 
are difficult because the construction industry consists in the main 
of closely-held companies. Few of the publicly-held companies in the 
heavy construction industry are comparable to each other. With these 
reservations we show in Table XII the median price-earnings ratios 
for five companies whose operations appear to resemble Schiavone’s 
rather ‘closely. 








TABLE XII 
1972* 1971 1970 
DIBEGE CORNERO ace ens nunc cocssccnue iebaga wakcoree bee 11.0 7.5 21.0 
Geont Lakes Dretiige & Dook.. 0 sos eh cab cas 10.0 7.8 8.0 
SURV TetOCTOOEL, BING ic spam ccc Seber nuseintowtes 21.0 (8) 11.0 
PEE COR OUMMOR vos ns occa cc nkenaslacdtamcs sacar nese ew saeee (8) (8) 11.0 
Moerison-K:nGde0n C0, « osdancncsensuscuadabtavendseedicesesuees 10.0 (8) 12.0 





* The months of January to May. 
® Not computed due to reported net losses. 


The above ratios presumably reflect the keenly competitive nature of 
this industry and its cost uncertainties. With two isolated exceptions 
they are substantially less than the 19.69 multiple used by Fails. In 
view of these factors, and the limited data in the record, a multiplier 
of 12 applied to Schiavone’s 1971 earnings of $2.9 million appears 
appropriate. The resulting value of its equity is $34.8 million. 

The record as to the value of Schiavone’s investment real estate is 
sparse and unilluminating. But accepting the Special Master’s finding 
of $4 million for this asset, we think that the best estimate of Schia- 
vone’s total value that can be drawn from this record is $38.8 million. 

Combining the $38.8 million valuation we use for Schiavone’s equity 
with the $12.3 million developed earlier for the equity in Imperial 
would fix the proposed holding company’s value at $51.1 million. 
Schiavone would contribute 75.9% and Imperial 24.1%. But the 
Schiavone plan allocates only 12.8% of the holding company for the 
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Imperial interests.*° This is unfair and inequitable. The simple capital 
structure proposed would facilitate substitution of a fair exchange 


ratio, if the proponent is willing to improve its offer. 
The Schiavone plan is co-sponsored by a committee of the motel 


co-owners. It provides for an offering of rights to subscribe to 54,300 
shares of the new holding company’s stock at $10 a share to “co-owners 


presently operating motels in partnerships with the Debtor.” 

Exercise of all those rights would supply $543,000 in cash to the 
new holding company.* 

The proposed subscription rights would not dilute the tangible 
asset values underlying the holding company shares ($6.62 a share), 
but is substantially less than the earnings valuation discussed herein. 
Even though the aggregate impact of the offering would be relatively 
small, and would be borne for the most part by Schiavone, the award 
of such rights to a third party would not normally be a proper part 
of a reorganization plan. However, the co-owners are not strangers to 
the enterprise. They have contributed to the economic success of this 
proceeding over the past seven years, and their continued cooperation 
should be beneficial to the reorganized company, so that a reasonable 
bonus would not be objectionable here. 

But nothing in the Bankruptcy Act exempts this rights offering 
from the registration and the prospectus-delivery requirements of the 
Securities Act of 1933.° Nor does anything in the record suggest that 
any of the non-bankruptcy exemptions is available.** On the basis of 
the information now available to us, we conclude that registration is 
essential. 

As has been noted, the Schiavone plan leaves open for the court’s 
determination the crucial question of allocation among Imperial’s 
creditors and stockholders. On the basis of the $12.3 million value 
that we place on Imperial over and above its unaffected debt, it would 
seem at first blush that Imperial’s creditors with $9 million in claims 
are entitled to 73.17% of Imperial’s share in the proposed holding 
company, with the remaining 26.73% going to shareholders. However, 
there is more to the issue than simple arithmetic. The Schiavone plan 


80'The indicated value of 2.9 million holding company shares thus would be $17.62 per 
share. The warrants to purchase 100,000 shares at $10 would therefore have a prima 
facie value of $762,000. Exercise of these warrants would increase the Imperial interests 
percentage interest in the holding company to 15.7% upon payments of an additional 
$1 million. The bulk of the resulting dilution would be borne by the Schiavone interests. 

8 As previously noted, the expiration date of these rights is not stated in the plan. The 
plan should be amended to make this point clear. We assume that the rights will be 
of relatively short duration. If it is intended that they be longer term, the objections 
that we have raised in principle to long-term warrants would become pertinent. 

82'The exemption given by Section 264a(2) of Chapter X applies only to securities 
‘4ssued pursuant to a plan in exchange for securities of or claims against the debtor or 
partly in such exchange and partly for cash and/or property, or issued upon exercise of 
any right to subscribe or conversion privilege so issued.”’ (Emphasis added.) 
8 The burden establishing the availability of any such exemption is on the prononent. 
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would reduce Imperial’s creditors to an equity position. This is, of 
course, permissible. Indeed, it may well be essential. But the credi- 
tors must be compensated for the loss of their senior position. The 
Supreme Court has held that: 


“Clearly, those prior rights are not recognized, in cases where stock- 
holders are participating in the plan, if creditors are given only a face amount 
of inferior securities equal to the face amount of their claims.” * 


On this record we find it impossible to fix the appropriate measure 
of compensation for loss of senior position in this situation. The trustee 
expressed no views on the matter, and the record is not helpful. But 
we need not reach this issue now. 

A plan for the sale of the entire chain for cash has been filed. A 
hearing on this plan has been scheduled. If a fair cash plan can be 
formulated and approved by the court, this question may become 
moot. In these circumstances we think it proper to defer the question 
of allocation under the Schiavone plan, which in any event must be 
amended to improve the offer to Imperial. For the same reasons, we 
also defer consideration of the propriety of issuing warrants to credi- 
tors, as proposed by this plan. 


XII. CONCLUSION 


Imperial has been a ward of this court for over seven years. More 
than six years have gone by since the trustee first took office. It is 
high time to reorganize. But we can conceive of no hypothesis on 
which either of the bizarre Burnham plans or any variant of them 
could be deemed to meet the standards that Congress prescribed when 
it enacted Chapter X. The Schiavone plan is patently unfair in its 
present form. But the present proponents’ failure to come forward 
with acceptable plans need not make for long delay. There is no 
pressing need for an outside proponent here. Imperial requires neither 
fresh money nor net assets. In these circumstances we urge that seri- 
ous consideration be given to the formulation of an internal plan of 
reorganization, which will turn the company over to its creditors and 
stockholders. 

By the Commission (Chairman Caszy and Commissioners OwEns, 
Hertone, and Loomis). Commissioner NregepHam not participating. 


84 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 528-529 (1941). 
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IN THE MATTER OF 
THE APPLICATION OF 
DALEN INVESTMENTS & FUNDS, INC. 
D. DALE REGENT 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3273. Promulgated July 14, 1972 
Securities Exchange Act of 1934—Sections 15A(g) and 15A(h) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Net Capital Requirements 


In proceedings for review of action of registered securities association, asso- 
ciation’s finding of violation of its rules based on failure to comply with Com- 
mission’s net capital rule, sustained, association having properly excluded from 
net capital claim for refund of federal income taxes as not being asset readily 
convertible into cash under net capital rule. 

Sancations of censure, suspension, and bar imposed on member firm and prin- 
cipal modified by shortening suspension and bar, in view of circumstances in- 
cluding prompt correction of deficiency. 


APPEARANCES: 


Richard B. Marx of Frank, Strelkow & Marx, for applicants. 
Lloyd J. Derrickson, Frank J. Wilson, and Dennis C. Hensley, for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Dalen Investments & Funds, Inc., a member 
of the National Association of Securities Dealers, Inc. (“NASD”), 
and D. Dale Regent, operating head and a registered principal of the 
member, for review of disciplinary action taken against them by the 
NASD. 

The NASD District Business Conduct Committee found that the 
member and Regent violated Section 1 of Article III of the 

45 S.E.C.—34—9679 
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NASD’s Rules of Fair Practice, in that the member had net capital 
deficiencies under our Rule 15c3-1 ? of $1,020 and $10,426 as of Novem- 
ber 30 and December 81, 1969, respectively, and that Regent as operat- 
ing head of the firm had responsibility for and was a cause of such 
violations. The District Committee censured applicants, and the 
NASD’s Board of Governors called the case up for review before it 
on its own motion. The Board affirmed the District Committee’s find- 
ings of violations but increased the penalties to censure, suspension of 
the member from membership for a period of six months, and a bar of 
Regent from association with any member of the NASD in any ca- 
pacity for the same period. Applicants filed a statement in support of 
their application for review, and the NASD filed a brief in opposition. 

Under Section 15A(h) of the Act, which defines the nature of our 
review of disciplinary action by the NASD, we must dismiss these 
proceedings if we find that applicants engaged in the conduct found 
by the NASD and that such conduct violated the designated NASD 
rules, unless we further find that the penalty imposed by the NASD 
was excessive or oppressive, having due regard to the public interest, 
and should be cancelled or reduced. 

The basic facts are not in dispute. The annual audit of the member 
firm by a certified public accountant following the close of the firm’s 
fiscal year on August 31, 1969 showed that the firm had sustained a 
loss in that year although it had had profits in the two prior fiscal 
years, and that it was entitled to an income tax refund of $27,928 
arising from a carryback of the net loss. A claim for such a refund was 
filed in October on the appropriate form, which stated that such claims 
would be acted on within 90 days. The accountant treated the claim 
as an asset readily convertible into cash within the meaning of the 
net capital rule and included it in the firm’s net capital as of August 31, 
1969.* 

The tax refund claim was carried forward on the firm’s books and 
included in its monthly net capital computations by its bookkeeper 
until January 1970. During that month, an NASD investigator ex- 
amined the firm’s books and records and found, by excluding the tax 
refund claim from net capital, the November and December net capital 
deficiencies in question. Upon being informed of the deficiency, Regent 
arranged for a subordinated loan and reduced the firm’s inventory of 

1Section 1 of Article III requires that a member in the conduct of his business shal! 
observe “high standards of commercial honor and just and equitable principles of trade.” 

2 Rule 15c3—1 in relevant part provides that no broker or dealer shall permit his aggre- 
gate indebtedness to exceed 2000% of his net capital computed as specified in the rule. 


3 Rule 15c3-1(c) (2)(B) requires the exclusion from net capital of “assets which cannot 
be readily converted into cash.” 
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securities, thereby improving the firm’s capital position and curing the 
deficiency as of January 20, 1970.* 

We sustain the NASD’s finding that the tax refund claim was not an 
asset readily convertible into cash within the meaning of our Rule 
15c3-1 and that it was properly excluded for purposes of net capital 
computation under that rule. The principal purpose of the rule is to 
require that the capital position of a broker or dealer be sufficiently 
liquid in order to be able at all times promptly to meet the demands 
of customers.’ We have stated that federal income tax refund claims 
are not includable as assets in the net capital computation, noting that 
such claims are not payable on demand by the taxpayer, and that 
under the best of circumstances there is an uncertain interval between 
the assertion of the claims and their payment, so that they do not meet 
the test of being readily convertible into cash.° It was not sufficient 
that the accountant, as he testified, had generally experienced prompt 
payment of such refund claims and “had heard” of situations where a 
refund claimant had been able to obtain a bank loan on the basis of 
such a claim either at par or a discount.” 

Regent’s asserted reliance on the accountant’s original inclusion of 
the refund claim in net capital did not relieve him of his responsibility 
as operating head and principal of the firm to keep informed of its 
financial condition.’ While good faith reliance may in appropriate 
circumstances be considered a mitigative factor in assessing the sanc- 
tions to be imposed, the Board of Governors apparently did not accord 
it weight here in view of applicants’ prior record of violations. Appli- 
cants had been disciplined by the NASD on two prior occasions for 
various infractions including violations of the net capital rule.° On the 
earlier occasion in 1963, they were suspended for 60 days and Regent 
was censured and fined $500, and in 1970 applicants were censured and 
suspended for 6 months. The Board found that applicants’ conduct in 
the instant case was part of a pattern of repeated violations and in- 
dicative of a complete disregard of the net capital requirements. 

We are concerned, as was the Board, with applicants’ repeated net 
capital deficiencies, and in our opinion under the circumstances Regent 

4After a telephone inquiry by the firm’s accountant in January, the tax refund was 
received by the firm during the following month. 

5 Securities Exchange Act Release No. 8024, p. 8 (January 18, 1967). 

6 John W. Yeaman., Inc., 42 S.E.C, 500, 505 (1965). 

7 The fact that the refund claim might be properly classified as a current asset for other 
purposes, as the accountant testified, or has intrinsic value is irrelevant; the critical test 
under the net capital rule is whether it is readily convertible into cash. See Don D. 
Anderson & Co., Inc. v. 8.B.C., 423 F. 2d 813, 816 (C.A. 10, 1970). 

8 Cf. Aldrich, Scott € Co., Inc., 40 SEC 775, 778 (1961). 

® Violations on both occasions also included deficiencies in books and records and im- 
proper extension of credit. In addition, excessive mark-ups were found on the earlier 
occasion and on the latter, sales of securities without the required offering circular, 


inability to meet current liabilities and consummate transactions promptly, and failure of 
supervision. Regent was found to be a cause of the above violations. 
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should have been particularly aware of his responsibility to secure 
compliance with the net capital requirements. Regent reviewed gen- 
erally the member’s operations after the completion of the accountant’s 
audit, including the accountant’s net capital computations, and 
although he and the accountant “went through the complete statement 
where [the tax c!1im] was mentioned,” he did not discuss the subject 
item in particular, and permitted it to continue to be included in the 
member’s capital computation over the ensuing months despite its non- 
receipt during that time. 

We are of the view that Regent should not have unquestioningly 
relied on the accountant’s computation and continued to include the re- 
fund claim, especially in view of our prior decision in another case 
requiring the exclusion from net capital of a tax refund claim. Never- 
theless, under all the circumstances we are not prepared to consider his 
conduct as part of a continuing pattern of violations. When Regent 
was advised by the NASD investigator that exclusion of the tax refund 
item was required and resulted in a net capital deficiency, Regent 
promptly obtained additional funds and took other steps to bring the 
member into compliance. The NASD District Committee also noted 
that subsequent monthly trial balances filed with the NASD reflected 
compliance with the rule, that the operational problems which gave rise 
to the violations for which applicants were disciplined in 1970 had 
also been corrected, and that no customers or other broker-dealers had 
suffered any injury. 

In view of the foregoing we find that while sanctions are appropriate, 
the suspension and bar of 6 months are excessive. We conclude that it 
would be in the public interest to censure applicants and suspend the 
member and bar Regent for 30 days. 

Accordingly, IT IS ORDERED that the sanctions in this matter be, 
and they hereby are, modified to provide that applicants be censured, 
that the member be suspended from membership for 30 days, and that 
Regent be barred from association with any member of the NASD for 
a similar period, and that the action of the NASD in other respects be, 
and it hereby is, affirmed. 

By the Commission (Chairman Casry and Commissioner Owens, 
Hertone and Loomis). (Commissioner NeepHAm not participating). 











IN THE MATTER OF 
TABBY’S INTERNATIONAL, INC. 
File No. 83-3000. Promulgated July 21, 1972 
Securities Act of 1983—Section 3(b) and Regulation A 
EXEMPTION FROM REGISTRATION 


Grounds for Suspension of Exemption 


Where, as a result of fraudulent activities of underwriter in connection with 
offering pursuant to claimed Regulation A exemption from registration require- 
ments of Securities Act, offering circular became materially false and misleading, 
statutory limitation on aggregate amount of offering was exceeded and sales 
report contained false and misleading information, held, suspension of exemp- 
tion made permanent notwithstanding issuer’s lack of knowledge regarding 
underwriter’s activities. 


APPEARANCES : 


Jacob J. Graber, of the New York Regional Office of the Commis- 
sion, for the Division of Corporation Finance. 
Richard J. Marx, of Frank, Strelkow & Marx, for Tabby’s Interna- 
tional, Inc. 
FINDINGS, OPINION AND ORDER 


Tabby’s International, Inc. (“issuer”), a Florida corporation orga- 
nized in 1969 for the purpose of engaging in the restaurant business, 
filed with us on June 25, 1969 a notification and an offering circular 
for the purpose of obtaining an exemption from the registration re- 
quirements of the Securities Act of 1933 pursuant to Section 3(b) 
thereof and Regulation A thereunder, with respect to a proposed pub- 
lic offering of 150,000 shares of its common stock at $2 per share. In 
April 1970 it filed a report on Form 2-A stating that the offering had 
been completed on November 19, 1969. 

On May 12, 1971, we issued an order pursuant to Rule 261 of Regu- 
lation A temporarily suspending the exemption. The issuer requested 
a hearing, and following submission of a stipulation of facts entered 
into by it with our Division of Corporation Finance, the hearing ex- 
aminer filed an initial decision. The examiner found, as alleged in the 
temporary suspension order, that as a result of the activities of the 
underwriter in the course of the offering the offering circular became 
materially false and misleading, the terms and conditions of Regu- 
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lation A were not complied with, and the offering was made in viola- 
tion of Section 17 of the Securities Act, and he concluded that the 
exemption should be permanently suspended. The issuer filed a peti- 
tion for review and a brief in support thereof which presented objec- 
tions to the examiner’s conclusion.’ 

As found by the examiner on the basis of the stipulation, the offer- 
ing was carried out by the underwriter in a fraudulent manner. The 
details of the underwriter’s activities and the respects in which they 
caused the offering circular to be false and misleading and resulted 
in noncompliance with the terms and conditions of Regulation A are 
set forth in the examiner’s findings which we adopt. In brief, prior 
to completion of the offering, the underwriter repurchased shares 
from nominees and others at prices substantially above the offering 
price and resold part of such shares; induced other broker-dealers to 
make a market in the issuer’s stock at double the offering price; and 
offered yet other broker-dealers financial inducements to promote the 
stock. As a result of the failure to disclose these activities and the 
actual aggregate offering price resulting therefrom, the offering cir- 
cular became false and misleading. Moreover, the offering exceeded 
the $300,000 limitation for Regulation A offerings then in effect, and 
the Form 2-A was inaccurate regarding, among other things, the 
completion date of the offering, the proceeds received from the public, 
and the underwriter’s discount.” 

It is stipulated that the issuer had no knowledge of the under- 
writer’s fraudulent activities and had no reason to believe that the 
offering had not been completed on November 19, as reported to it 
by the underwriter. The issuer contends that since the record con- 
tains no evidence of wrongdoing on its part and involved activities 
over which it assertedly had no control, it is not in the public interest 
to suspend the exemption permanently, thereby exposing it to civil 
and criminal sanctions for violation of the registration provisions of 
Section 5 of the Securities Act. It asserts that in other cases involving 
more serious wrongdoing we have vacated temporary suspension or- 
ders. The issuer further argues that since it could not anticipate the 
underwriter’s illegal activities, there is no basis for taking action 
against it based on nondisclosure of such activities in the offering 


1 The issuer’s request for oral argument before us is hereby denied. In our opinion, the 
written submissions were adequate for dealing with the limited issue presented for our 
consideration. 

2In separate proceedings, the underwriter’s broker-dealer registration was revoked and 
its president and vice-president were barred from association with any broker-dealer, invest- 
ment adviser or investment company, on the basis of findings of violations of registration, 
antifraud and anti-manipulative provisions of the securities acts in connection with the 
offering of the issuer’s stock. Those respondents consented to the sanctions and findings 
of violations, without admitting or denying the allezations in the order for proceedings. 
J. M. Kelsey € Co., Inc., Securities Exchange Act Release No. 9196 (June 4, 1971). 
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circular which was accurate when it became “effective.” Such action, 
it is urged, would amount to an ex post factor law prohibited by the 
United States Constitution and would violate due process. We can- 
not accept the issuer’s arguments. 

Where events occur or actions are taken in the course of an offering 
which render statements in the offering circular materially false or 
misleading, it is clearly improper to continue the offering without 
appropriate amendment of the circular.? The exemption provided by 
Regulation A is a conditional one based on strict compliance with 
express provisions and standards,‘ and its suspension is appropriate 
where they are not met. The issuer, in challenging the propriety of 
permanently suspending the exemption in the absence of a finding of 
culpability on its part, misconceives the nature of the exemption as 
well as of a suspension. A suspension of the exemption is not a sanc- 
tion or penalty,® but rather serves the remedial purpose of protecting 
investors by making the safeguards of a registration statement under 
the Securities Act a prerequisite for any further public offering of 
securities either by the issuer or the underwriter where there has been 
a failue to adhere to the conditions of the exemption. Accordingly, 
any reference to prohibition of ex post facto laws is entirely inap- 
posite. Where as here the offering is permeated with fraud, we think 
a. permanent suspension of the exemption as to the security in question 
is clearly required for the protection of investors, even though only 
the underwriter is the cause of noncompliance.* Contrary to the is- 
suer’s contention, the cases cited by it in which we vacated temporary 
suspension orders involved far less serious noncompliance.? 

In summary, Rule 261 provides for the suspension of a Regulation 
A exemption if, among other things, the exemption was not, in fact, 
available, or the conditions of the exemption were not satisfied, or if 
the offering circular was false or misleading, or if fraudulent or ma- 
nipulative practices were utilized in the offering. All of the above 
grounds for suspension are clearly present in this case. Consequently, 
suspension is proper since the exemption is not, and should not be, 
available under the circumstances, nor does the basis for suspension 


3 See Rule 256(e) under the Securities Act. Cf. S.E.C. v. Manor Nursing Centers, Inc., 
458 F. 2d 1082, 1096 (C.A. 2, 1972), (‘“‘The effect of the antifraud provisions [of the 
securities acts] is to require that the prospectus reflect post-effective developments which 
make the prospectus misleading in any material respect.” ) 

4See Selevision Western, Inc., 37 S.E.C. 411, 415 (1956) : Antilles Electronics Corpora- 
tion, 41 S.E.C. 886 (1964) ; R. A. Holman € Co., Inc., 42 S.E.C. 866, 881, (1965), aff’d 366 
I. 2d 446 (C.A, 2, 1966), opinion amended 377 F. 2d 665 (C.A. 2, 1967), cert. denied 
389 U.S. 991 (1967). 

5 See Selevision Western, Inc., supra. 

®See Utah-Wyoming Atomic Corporation, 36 S.E.C. 454 (1955); R. A. Holman € Co., 
Inc., supra. 

7 Mid-Hudson Natural Gas Corp., 38 S.E.C. 639 (1958); Automata International, Inc., 
12 S.E.C. 333 (1964); Baxter and Friedman as The Mandingo Company, 42 S.E.C. 635 
‘1965). 
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depend upon whether the issuer or the underwriter was the person at 
fault. 

We recognize that suspension of a Regulation A exemption may 
have collateral consequences for, in this case, the issuer. If the issuer 
seeks to be relieved, in whole or in part, from these consequences, its 
remedy is to seek relief under Rule 252(f). In connection with such 
an application, the Commission could explore the degree of care exer- 
cised by the issuer in the selection of the underwriter and the extent, 
if any, to which the issuer kept itself informed about the activities of 
the underwriter in connection with the offering.’ On the issue of sus- 
pension, it appears that the hearing examiner believed, we think cor- 
rectly, that these issues were not relevant, and he did not examine 
them in his initial decision. 

Accordingly, IT IS ORDERED, pursuant to Rule 261 of Regula- 
tion A under the Securities Act of 1933, that the exemption from 
registration with respect to the offering of securities by Tabby’s In- 
ternational, Inc. be, and it hereby is, permanently suspended. 

By the Commission (Chairman Casey and Commissioners Owens, 
Hertone and Loomis.) 


8 We do not, at present, express any view as to the responsibility of the issuer to exercise 
eare in these matters, but this would be relevant to an application under Rule 252(f). 
Thus, the accuracy of the disclosure in the offering circular concerning the plan of distribu- 
tion depends primarily on the manner in which the underwriter makes the offering, and the 
accuracy of the report on Form 2—A required to be filed by the issuer also depends, in 
part, upon the manner and progress of the distribution by the underwriter. 





IN THE MATTER OF 
THE APPLICATION OF 
FIRST PHILADELPHIA CORPORATION 
ALVIN ABRAMS 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 38-3292. Promulgated July 26, 1972 
Securities Exchange Act of 1984—Section 15A(g) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Record-Keeping Requirements 
Amount of Fine 


Where fine imposed by registered securities association upon member and its 
president, based upon failure to make or keep current various records, exceeded 
maximum fine permissible for any one violation, held, fine not invalid since 
failure to make or keep current each record constituted separate violation, and 
amount of fine did not exceed total of authorized maximum fines on the several 
violations; further held, fine not excessive or oppressive, with due regard to 
public interest. 


APPEARANCES : 


Louis Kipnis, for applicants. 
Lloyd J. Derrickson, Frank J. Wilson and Andrew McR. Barnes, 
for the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


First Philadelphia Corporation, a member of the National Asso- 
ciation of Securities Dealers, Inc. (“NASD”), and Alvin Abrams, 
president and a registered principal of the member, filed an applica- 
tion for review, pursuant to Section 15A(g) of the Securities Ex- 
change Act of 1934, or disciplinary action taken against them by the 
NASD. 

The NASD found that the member violated Sections 1 and 21(a) 
of Article III of the NASD’s Rules of Fair Practice, and Abrams 
Section 1 of Article III, in that, in contravention of record-keeping 
requirements as disclosed by an NASD inspection on August 11, 1969, 
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the member’s general ledger, customer ledger accounts, and position 
record were not kept current, no monthly trial balance had been pre- 
pared in July, and the last monthly computation of aggregate in- 
debtedness and net capital was as of May 2.1 The NASD fined 
applicants $2,500 jointly and severally, and assessed costs of $335.20.” 
Applicants and the NASD filed briefs with us. Our findings are 
based upon a review of the record made before the NASD. 

Applicants do not dispute the NASD’s findings that their conduct 
was violative of the NASD’s rules, and we find that they violated the 
cited provisions, as found by the NASD, and that their conduct was 
inconsistent with just and equitable principles of trade. Their con- 
tentions on review relate solely to the amount of the fine which they 
argue should be set aside or reduced to $1,000. They assert that to the 
extent that the fine exceeds $1,000, the maximum amount authorized 
for each violation of the Rules of Fair Practice by Section 1 of Ar- 
ticle V thereof as then in effect,’ it is invalid because only a single 
duty to make and keep current the specified records was breached. 
We disagree. Each failure to make or keep current a particular record 
constitutes a separate violation for which the maximum fine is 
permissible.‘ 

Applicants also urge that the fine is excessive and oppressive, with 
due regard to the public interest. The record shows, however, that 
record-keeping deficiencies of the same type as those found herein were 
called to Abrams’ attention by an NASD examiner in March and May 
1969, and that previously, in November 1968, applicants had been 
censured and fined $500 for similar deficiencies. In view of applicants’ 
continued inability or unwillingness to comply with the applicable re- 
quirements, we are unable to conclude that the fine should be reduced. 

Accordingly, IT IS ORDERED that the proceedings for review be, 
and they hereby are, dismissed. 

By the Commission (Chairman Casry and Commissioners OwEns, 
Hertone and Loomis). 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 21(a) requires a member to maintain 
its books and records in conformity with applicable regulations. 

2The NASD District Committee had ordered a 10-day suspension of the firm’s member- 
ship and Abrams’ registration, and a $5,000 fine, and the Board of Governors, in affirming 
the Committee’s findings, set aside the suspensions and reduced the fine to $2,500. 

3As of September 1, 1969, after the violations found herein, the maximum fine for 
any one violation was increased to $5,000. The Commission has held in analogous cases 
that where the permissible sanction is changed after the conduct complained of but prior 
to the commencement of the proceedings, the revised sanction may be applied. J. A. Sisto 
& Co., 7 S.B.C. 1102, 1103 (1940) ; Pennaluna € Company, Inc., File No. 8-11752 (June 17, 
1970). See also Flemming v. Nestor, 363 U.S. 603, 614 (1960) ; M. G. Davis ¢ Co., Inc., v. 
Cohen, 256 F. Supp. 128, 133-5 (S.D.N.Y. 1966). aff’d 369 F. 2d 360 (C.A. 2, 1966). 

4 See Albert E. Voelkel, 42 S.E.C. 674, 677 n. 13 (1965). 

5 Complaint No. NY-1089 (November 29, 1968). 





IN THE MATTER OF 
THE APPLICATION OF 
JOHN L. BOGGS 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-3359. Promulgated August 4, 1972 
Securities Exchange Act of 1934—Section 15A (g) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violation of Rules of Fair Practice 


In proceedings for review of disciplinary action taken by registered securities 
association, association’s conclusion that applicant, while employed as registered 
representative of member, shared responsibility for falsification of member’s 
records to conceal his failure to pay for stock purchased from member, sustained, 
but, under the circumstances, including association’s findings that he was not 
party to falsification and had been duped to some extent, 30-day suspension im- 
posed on applicant modified to censure. 


APPEARANCES : 

James P. Kleinberg, of Petty, Andrews, Olsen, Tufts, Jackson & 
. Sander, for applicant. 

Lloyd J. Derrickson, Frank J. Wilson and Raymond J. Gustini, for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


John L. Boggs, who was a registered representative of Meyerson & 
Co., Inc., then a member firm of the National Association of Securities 
Dealers, Inc. (“NASD”), filed an application for review, pursuant to 
Section 15A (g) of the Securities Exchange Act of 1934, of disciplinary 
action taken against him by the Association. The NASD found that 
applicant violated Section 1 of Article III of its Rules of Fair Prac- 
tice (“Rule”) 1 in that he failed to pay for stock which he purchased in 
January 1969 through his account with the member and concealed his 
non-payment from the member. The NASD suspended applicant’s reg- 


1The Rule requires the observance of high standards of commercial honor and just and 
equitable principles of trade. 
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istration as a registered representative for 30 days and assessed costs 
against him. He and the NASD filed briefs with us, and we heard oral 
argument. Our findings are based upon a review of the record made 
before the NASD. 

It is undisputed that applicant did not pay for his stock purchase 
and that the actual concealment of his non-payment was accomplished 
by Joseph Saliani, the member’s operations manager, by making false 
entries in the member’s books.? The question presented by the applica- 
tion for review is whether applicant must share responsibility for that 
concealment. 

Applicant contends that he did not engage in any misconduct. He 
asserts that Saliani agreed to lend him the necesary funds ($6,888) to 
purchase 1,000 shares of stock of New York Sugar Industries which 
the member’s research department was recommending, and that 
Saliani subsequently told him that the stock had been paid for with 
the proceeds of a personal loan which Saliani had secured from his 
bank. Applicant testified that he orally authorized Saliani to use over 
$3,500 worth of securities in applicant’s account with the member, 
which were in street name, as collateral for the loan; ? that, at Saliani’s 
request, he gave Saliani a check payable to the member in the amount 
of the purchase price, although without sufficient funds to cover it, 
because Saliani stated he needed it “for the records” until the neces- 
sary funds could be paid into applicant’s account; that the statements 
of his account received from the member showed that full payment 
for the stock had been made; and that he made interest payments tu 
Saliani on the loan. 

In our opinion, the record supports the NASD’s conclusion that 
applicant bears a measure of responsibility for Saliani’s misconduct. 
The circumstances surrounding Saliani’s arrangement with applicant 
should have alerted applicant to the fact that the loan transaction was 
not legitimate. At the outset, it should have struck applicant as un- 
usual that Saliani, even though a friend, was willing to lend him such 
a large sum of money and to borrow it for that purpose. Even more 
unusual was the fact that Saliani did not require applicant to evidence 
his indebtedness to him in writing. Applicant’s check payable to the 
member, without sufficient funds to cover it as Saliani knew, was 
obviously inadequate for that purpose. Applicant did not question 
Saliani’s explanation for requesting the check or why Saliani neither 
requested written authorization to use the stock in applicant’s account 

2Saliani, who was also a respondent in these proceedings, admitted the concealment 
charge against him in his answer to the NASD’s complaint, did not appear at the NASD 
hearings and was barred from association with any NASD member. He did not apply 
for review. 


3It is unclear from applicant’s testimony whether his securities were to serve as 
collateral for Saliani’s “loan” to him or the bank’s “‘loan” to Saliani. 
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as collateral nor withdrew any stock from the account. Finally, appli- 
cant received no receipts for the cash interest payments he assertedly 
made to Saliani. 

Applicant also attacks the NASD’s complaint and decision as vague 
and uncertain. He argues that the NASD’s finding that he exercised 
“poor judgment” in his dealings with Saliani is not derived from its 
Rule and asserts that the NASD does not explain how his conduct con- 
stituted a violation. However, in addition to citing applicant’s “poor 
judgment”, the NASD found, in language directly derived from its 
Rule, that he had displayed a “lack of regard for high standards of 
commercial honor”. We consider that the NASD’s decision made it 
sufficiently clear that, while the Association did not find applicant a 
party to Saliani’s concealment of the non-payment, applicant must 
share responsibility for that concealment since he closed his eyes to 
circumstances which should have alerted him to the fact that Saliani’s 
“loan” to him was a sham. 

We conclude that applicant violated the Rule and that his conduct 
was inconsistent with just and equitable principles of trade. 

Applicant urges that the suspension imposed upon him by the 
NASD to be set aside. He states, among other things, that he has 
already been sufficiently penalized by these proceedings and the re- 
sulting unfavorable publicity, that no investor has ever made a com- 
plaint involving him, and that no member of the public was injured 
by his conduct. We also note that the NASD stated it was unable to 
find that applicant acted in concert with Saliani or that he was an 
“accessory before the fact,” and it found that applicant “was duped 
to an extent” by Saliani. Under all the circumstances, we conclude that 
the 30-day suspension imposed upon applicant is excessive, and that 
the public interest will be adequately served by a censure. 

Accordingly, IT IS ORDERED that the action of the National 
Association of Securities Dealers, Inc., suspending the registration of 
John L. Boggs as a registered representative for a period of 30 days 
be, and it hereby is, modified to censure. 

By the Commission (Chairman Casry and Commissioners Owens, 
Her.one and Loomis). 





IN THE MATTER OF 
FIRST DENVER SECURITIES CORPORATION 
LAWRENCE W. MCGARY 


File No. 38-3097. Promulgated August 7, 1972 
Securities Exchange Act of 1984—Sections 15(b) and 15A 
BROKER-DEALER PROCEEDINGS 


Grounds for Remedial Sanctions 
Failure to Comply Timely with Reporting Requirements 


Where registered broker-dealer failed to file timely annual report of financial 
condition, held, willful violation of Exchange Act and in public interest to censure 
respondents, suspend registration of broker-dealer, and suspend president from 
association with any broker-dealer. 

APPEARANCES : 


John E. Jones, of the Denver Regional Office of the Commission, for the Divi- 


sion of Trading and Markets. 
Alec J. Keller and Gilbert L. McSwain, of Keller and McSwain, and John M. 


Cogswell, for respondents. 


FINDINGS, OPINION AND ORDER 


These were private proceedings instituted pursuant to Sections 15 
(b) and 15A of the Securities Exchange Act of 1934 to determine 
what, if any, remedial action is appropriate in the public interest with 
respect to First Denver Securities Corporation, a registered broker- 
dealer and member of the National Association of Securities Dealers, 
Inc., and Lawrence W. McGary, president and principal beneficial 
owner of registrant. Following hearings, the parties waived an initial 
decision by the hearing examiner. Proposed findings and briefs were 
filed, and we heard oral argument. On the basis of our independent 
review of the record, we make the following findings. 

We find, as alleged in the order for proceedings, that registrant 
willfully violated and McGary willfully aided and abetted violation 
of Section 17(a) of the Securities Exchange Act and Rule 17a-5 
thereunder in that registrant failed to file a report of financial condi- 
tion for the calendar year 1970 within the time required by the Rule.’ 

1 Rule 17a—5 provides in pertinent part that every registered broker or dealer shall file 


a report of financial condition containing specified information as of a date within each 
ealendar year not more than 45 days after the date of the report. 


45 S.E.C.—34——9709 
78 





FIRST DENVER SECURITIES CORPORATION, ET AL. 79 


It is undisputed that registrant was registered as a broker-dealer dur- 
ing 1970 and 1971 and that a 1970 report of financial condition dated 
as of December 31, 1970 was filed on October 22, 1971 and supple- 
mented on November 17. Under Rule 17a-5 promulgated under Sec- 
tion 17(a) of the Act, the latest date for the filing of such report was 
mid-February 1971.7 

Respondents argue that there was no violation. They urge that reg- 
istrant was not required to file the report because it had suspended 
operations on July 15, 1970 and had not acted as a broker-dealer for 
the seven months prior to the date the report was due. They also note 
that respondents had informed our staff that registrant would not 
resume broker-dealer activities until all necessary financial reports 
had been filed and applicable requirements satisfied and contend that 
under those circumstances no further information was necessary in 
the public interest. They claim that we are stopped from alleging any 
violation because we did not cancel registrant’s registration, which 
assertedly would have excused registrant from filing the report, when 
our staff knew of registrant’s cessation of business. They also argue 
that respondents’ failure to submit the report was not willful because 
neither registrant nor McGary had the funds to have the report certi- 
fied and that, in any event, McGary did not aid and abet the violation 
because his participation was involuntary. 

We reject these contentions. Registrant had a duty to file a report 
so long as it was registered, even if it had suspended operations.® 

No estoppel exists by virtue of the non-cancellation of the registra- 
tion.* Nor does inability to have the report certified excuse the failure 
- to submit it. 

While we thus find violations as alleged, we note in mitigation 
that McGary lacked funds to obtain a certified report earlier, that he 
refrained from seeking withdrawal of the registration because he 
believed from statements by the staff that withdrawn would not be 
permitted under the circumstances, and that he suspended the firm’s 
operations in July 1970, about seven months before the final due date 
of the report, when he found that he could not improve registrant’s 
financial position. 


2The hearing examiner denied a motion filed by our staff after the completion of the 
hearings to amend the order for proceedings to charge that the report as filed was false 
and misleading in failing to show monies owed by registrant and to state all required 
information regarding subordination agreements. The staff has now renewed its motion. 
The record does not support such allegations, and the hearing examiner’s ruling is therefore 
affirmed. 

3 Daniel M. Sheehan, Jr., 38 S.E.C. 627, 628 (1958) ; Samson, Roberts and Co., Inc., 42 
S.BE.C. 612 (1965). Although in Sunshine Securities, Inc., 42 S.E.C. 759 (1965), we dis- 
missed the proceedings where registrant’s principal had been seriously ill and transacted 
no business during the year for which the report was filed untimely, no such special cir- 
cumstances exist in the case at bar. 

4 Peoples Securities Co., 38 S.E.C. 186, 188-89 (1958), aff’d sub. nom. Peoples Securities 
Co. v. S.E.C., 289 F. 2d 268 (C.A. 5, 1961). 
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We have this day entered an order sanctioning respondents follow- 
ing review of disciplinary action taken against them by the National 
Association of Securities Dealers, Inc.’ Pursuant to that order, re- 
spondents are censured and fined $2,500 and their registrations as an 
NASD member and principal are suspended for 60 days and their 
resumption of operations as NASD member and principal is condi- 
tioned on a showing of adequate financial capacity and staff. In view 
of the above sanctions and the facts surrounding the failure to file 
timely the financial report, we consider that the public interest re- 
quires only that respondents be censured, that registrant’s registration 
be suspended for 30 days and that McGary be suspended from associa- 
tion with any broker-dealer for a similar period, such suspensions to 
run concurrently with the suspensions imposed in the NASD 
proceeding. 

Accordingly, IT IS ORDERED that respondents be, and they 
hereby are, censured, that registrant’s broker-dealer registration be, 
and it hereby is, suspended for 30 days, and that Lawrence W. McGary 
be, and he hereby is, suspended from association with any broker- 
dealer for a similar period. The above suspensions shall be effective as 
of the date of commencement of the suspensions imposed by the NASD. 

By the Commission (Chairman Casey and Commissioners OWENs. 
Hxrvone, and Loomis). 


5 We there sustained findings of violations of the NASD’s Rules of Fair Practice involv- 
ing failure to endorse correspondence of a registered representative and violation of our net 
capital rule. 45 S.E.C. 81 (1972). 





IN THE MATTER OF 
THE APPLICATION OF 
FIRST DENVER SECURITIES CORPORATION 
LAWRENCE W. MCGARY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-3307. Promulgated August 7, 1972 
Securities Exchange Act of 1934—Sections 15A(g) and 15A(h) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Net Capital Requirements 
Failure to Endorse Correspondence of Registered Representative 


In proceedings for review of disciplinary action by registered securities asso- 
ciation, association's findings of violations of its rules based on failure to comply 
with Commission’s net capital rule and to endorse in writing letters of regis- 
tered representative pertaining to solicitation or execution of securities transac- 
tions, sustained, but sanctions modified, under circumstances including limited 
nature of violations found and failure of evidence to support association’s find- 
ings of additional violation. 

Where evidence as to violation of association’s rules of fair practice based on 
’ alleged failure to record time of entry of brokerage orders consisted of testimony 
that some orders were timed once but not that such timing did not reflect time of 
entry, held, association’s finding of violation set aside. 


APPEARANCES : 

John M. Cogswell, for applicants. 

Lloyd J. Derrickson, Frank J. Wilson, and Dennis C. Hensley, for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by First Denver Securities Corporation and 
Lawrence W. McGary, registered principal and operating officer of the 
firm, for review of disciplinary action taken against them by the Na- 
tional Association of Securities Dealers, Inc. (“NASD”). 

The NASD found that applicants violated Sections 1, 21 and 27 of 
Article III of the NASD’s Rules of Fair Practice, in that the member 
(1) had a net capital deficiency of $25,466 for the month of June 

45 S$.E.C.—34—9710 
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1970; (2) failed to endorse in writing all letters of two registered 
representatives pertaining to the solicitation or execution of securities 
transactions; and (3) failed to evidence the time of entry of each 
brokerage order as required by our Rule 17a-3.1 The NASD District 
Business Conduct Committee censured and fined applicants $5,000, 
suspended for 90 days the registrations of the firm as a member and of 
McGary as a principal, and stated that applicants may resume opera- 
tions in the securities business only upon appropriate showing that 
the firm will have adequate financial capacity and staff. Upon appeal 
by applicants, the NASD Board of Governors affirmed the District 
Committee’s findings and the censure, fine and suspensions and, in 
addition, barred McGary from association with any member as a 
principal or in a managerial or supervisory capacity. Briefs were filed, 
and we heard oral argument. Our findings are based upon a review 
of the record certified by the NASD.? 

Applicants admit that the member failed to maintain the required 
net capital as of June 30, 1970 and to endorse in writing thirteen 
letters of one registered representative which pertained to the solicita- 
tion or execution of a securities transaction. The record supports, and 
we find, that applicants violated Sections 1 and 27 of Article III of 
the NASD Rules of Fair Practice in these respects. 

We agree, however, with applicants’ contention that the unendorsed 
letters of a second registered representative did not pertain to the 
solicitation or execution of a securities transaction. Those letters con- 
sisted of requests addressed to other broker-dealers, a securities 
exchange and a corporation for information concerning among other 
things market-making activities in equity options. The NASD argues 
that since the above letters pertain to market-making or brokerage 
activities, they relate to securities transactions, but we view the rela- 
tion between those inquires and any securities transactions as too re- 
mote to hold that failure to endorse them violated Section 27. We ac- 
cordingly set aside the NASD’s findings of violations in this respect. 

We also sustain applicants’ contention that the record does not sup- 
port the NASD’s charge with respect to the failure to time-stamp 


1 Section 1 of Article III requires that a member, in the conduct of his business. observe 
high standards of commercial honor and just and equitable principles of trade. Section 21 
requires that books and records be maintained in compliance with applicable regulations. 
Section 27 requires that a member shall review and endorse in writing. on an internal 
record, all correspondence of its registered representatives pertaining to the solicitation or 
execution of any securities transaction. 

Our Rule 17a-3(a) (6) provides that memoranda of brokerage orders must show, among 
other things, the time of entry and, to the extent feasible, the time of execution or 
cancellation. 

2 Applicants have moved to submit as additional evidence a letter from the member's 
accountant to the NASD stating circumstances in mitigation which his absence from the 
hearing before the NASD Board Subcommittee prevented him from presenting orally. This 
document was made a part of the record prior to certification to the Commission and 


therefore no further action is necessary. 
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orders, The charge was that the member failed to evidence the time of 
entry of each brokerage order as required by our Rule 17a-3. McGary 
testified that the member’s procedure was to time-stamp customer 
orders when received. He added that because the volume of transac- 
tions was low, orders often could be executed almost simultaneously 
with entry, and that in some cases the member’s trader did not stamp 
the ticket again to show the time of execution as well. When a period 
of time elapsed between entry and execution, however, the tickets were 
stamped with both the entry and execution times. There was no evi- 
dence that any ticket failed to show the time of entry. The NASD in 
its brief argues that since some of the member’s orders were not dually 
stamped and the low volume of transactions would have made the 
second stamping feasible, the record supports a finding of violation of 
Rule i7a-3. In this review proceeding, however, we must decide 
whether the record supports the NASD’s findings, not arrive at new 
findings which the NASD has not made. We may not now find, in lieu 
of the NASD’s finding that tickets did not evidence the time of entry, 
as charged, that applicants violated Rule 17a-3 by failing to double 
stamp tickets where feasible. Although we do not condone the mem- 
ber’s conduct in omitting in some cases to evidence separately the time 
of entry and execution merely because the time difference between the 
two events may have been minimal, we cannot uphold the NASD’s 
finding. 
PUBLIC INTEREST 

Applicants urge that the sanctions imposed on them by the NASD 
are excessive. They assert that by the time the June net capital defi- 
- ciency was discovered they believed that the problem had been cured by 
an agreement between the member and its parent to add $13,000 of 
capital and to subordinate an indebtedness of $10,000 and that, when 
further efforts to obtain capital failed, the firm’s operations were dis- 
continued about July 15, 1970. Applicants further point out that the 
letters not endorse. in violation of the rule represented a small percent- 
age of the member’s total correspondence and assert the that Board of 
Governors gave undue weight to a 1969 NASD action against appli- 
cants for various violations including a failure to endorse correspond- 
ence, for those occurred very shortly after the member began 
operations and were promptly corrected. Applicants also stress that 
the member has voluntarily suspended operations for almost two years 
and that McGary hereafter intends to confine himself to investment 
banking. 

We have considered all the factors relating to the sanctions imposed 
by the NASD. Under all the circumstances, particularly our setting 


3 Securities Exchange Act Section 15A(h) (1) (A). 
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aside of part of the findings of violations made by the NASD and 
the limited nature of the remaining violations, we conclude that the 
sanctions imposed are excessive. We conclude that it would be in the 
public interest to censure applicants, fine them $2,500 jointly and 
severally, and suspend for 60 days the registrations of the firm as a 
member and of McGary as a principal, with the proviso that appli- 
cants may resume operations as an NASD member and registered 
principal following the period of suspension only upon appropriate 
showing to the NASD that the member has a qualified staff adequate 
to operate its contemplated business and the financial capacity to oper- 
ate such contemplated business on a sound financial basis. 

Accordingly, IT IS ORDERED that the action of the National 
Association of Securities Dealers, Inc. censuring and fining applicants 
$5,000, suspending for 90 days the registrations of the firm as a mem- 
ber and of McGary as a principal, conditioning their resumption of 
operations in the securities business, and barring McGary from super- 
visory, managerial, or principal functions and imposing costs of 
$593.33 be, and it hereby is, modified, to provide that applicants be 
fined $2,500, that their registrations be suspended 60 days with the 
proviso that their resumption of activities as member and principal be 
conditioned as stated above, and that no additional bar be imposed on 
McGary, and the action of the Association in other respects be, and it 
hereby is, affirmed. 

By the Commission (Chairman Casey and Commissioners Owens, 
Hertone and Loomis). 





IN THE MATTER OF 
LANGLEY CORPORATION 


File No. 1-5552. Promulgated August 16, 1972 


Securities Exchange Act of 1934—Section 12(d) 
STRIKING OF SECURITY FROM LISTING AND REGISTRATION 


Net Losses 


Where issuer with net tangible assets of less than $3 million had sustained net 
losses in last four fiscal years and therefore came within exchange’s delisting 
guideline that delisting of security of such issuer will be considered, issuer’s 
request that delisting be deferred pending consummation of proposed merger 
which was still in preliminary stage, denied, and application by exchange to delist 
security, granted. 


APPEARANCES: 
Joseph A. DeRose, vice-president, for American Stock Exchange. 
M. B. Laddon, president, for Langley Corporation. 


FINDINGS, OPINION AND ORDER 


The American Stock Exchange filed an application, pursuant to 
Section 12(d) of the Securities Exchange Act of 1934 and Rule 12d2-2 
(c) thereunder, to strike from listing and registration on the Exchange 
the $1.00 par value common stock of Langley Corporation.' Trading 
in the stock was suspended by the Exchange on March 10, i972. Lang- 
ley requested that we defer action on the application so as to give it an 
opportunity to consummate a proposed merger which would assertedly 
remove any basis for delisting. The Exchange opposed such postpone- 
ment. 

The application is based on the policy of the Exchange to consider 
the delisting of a security when in its opinion the financial condition 
and/or operating results of the issuer appear to be unsatisfac- 
tory and do not warrant continued listing of the security.? In im- 
plementing this policy the Exchange adopted certain guidelines 


1 Section 12(d) of the Exchange Act and Rule 12d2-—2(c) provide in pertinent part that, 
upon application by a national securities exchange, a security registered with such ex- 
change may be stricken from listing and registration in accordance with the rules of the 
exchange and upon such terms as we may deem necessary to impose for the protection of 
investors. 

2 American Stock Exchange Company Guide § 1002. 
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including one which, at the time the Exchange filed its application, 
provided that delisting would be considered where an issuer which had 
net tangible assets of less than $3 million had sustained net losses in 
three of its four most recent years.* The application states that as of 
October 31, 1971, Langley had net tangible assets of $2,114,153 and 
that it had net losses in each of the four preceding fiscal years. Such 
losses, beginning with the 1968 fiscal year, amounted to $90,687, 
$65,989, $480,742, and $292,055, respectively. 

Langley does not question these net asset and loss figures nor the 
fact that they place the company squarely within the Exchange’s 
guideline for delisting. It has urged, however, that a contemplated 
merger with Kern County Equipment Company, Inc. would result 
in a combined operation that would not only meet Exchange require- 
ments for continued listing, but in most aspects would by the end of 
the current fiscal year meet the Exchange’s revised standards for 
original listing. In support of its assertion Langley submitted various 
documents to us in April 1972, including a “letter of intent” from 
Langley to Kern’s sole shareholder, and signed by the latter, stating 
Langley’s intention to acquire the outstanding Kern stock in exchange 
for shares of Langley common stock; unaudited financial statements 
of Kern and pro forma combined statements; and materials relating 
to the status of the contemplated transaction.‘ The Exchange took 
the position that a deferral of delisting action was not warranted in 
that, among other things, the merger might not be consummated at all 
or not for several months. We agree with the Exchange.° 

The information submitted by Langley showed that the proposed 
merger was still in a tentative stage and its consummation subject to 
various conditions. Among other things, the preparation of a merger 
agreement had not progressed beyond the preliminary drafting stage, 
and consummation of the proposed terms required approval by Lang- 
ley’s shareholders of the merger and the increase in the number of 
authorized shares required for its effectuation. Although Langley in 
March 1972 requested a 60-day deferral of action by us so as to permit 
conclusion of the merger negotiations, it has not advised us of any 
further progress since its April submission, ahd no proxy material has 


3 American Stock Exchange Company Guide § 1003. As part of a general upward revision 
of listing and delisting standards, effective April 20, 1972, this guideline was revised to 
raise the net tangible asset figure to less than $4 million. 

*Langley stated that it did not refer to the proposed merger at the hearing held by the 
Exchange prior to the filing of the instant application because of the preliminary status 
of the negotiations at that time. 

5 The Exchange also stated that in its view the combined company might still fall within 
the delisting guideline and might not meet “backdoor” listing policies. We do not find 
it necessary to reach these matters. 
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been filed with us.° Under these circumstances, we find that there is no 
basis for postponing action on the Exchange’s application.’ 

While delisting may have adverse effects on present investors, its 
primary purpose is the protection of possible future investors who rely 
on the fact of listing as an indication that the securities meet the quali- 
fications which such listing suggests.* If and when Langley is in a 
position to comply with the Exchange’s then current standards for 
original listing, it may of course apply for a new listing. 

Accordingly, IT IS ORDERED that the application of the Ameri- 
can Stock Exchange to strike the common stock of Langley Corpora- 
tion from listing and registration on the Exchange be, and it hereby 
is, granted. 

By the Commission (Chairman Casey and Commissioners Owens, 
Hertone and Loomis). 


® Rule 14a-—6 under the Exchange Act requires the filing of proxy material with us 
prior to any proxy solicitation. 

7Cf. Fifth Avenue Industries Corporation, 43 S.E.C. 146 (1966) ; Fotochrome, Inc., 43 
S.E.C. 151 (1966) ; American Electronics, Inc., 43 S.E.C. 687 (1968). 

We note that the Exchange, at Langley’s 1equest for ‘‘one more year of probation,” had 
deferred delisting action in 1971 after Langley had sustained a third consecutive year of 
losses in its 1970 fiscal year. The Exchange stated that it took into consideration the facts 
that 1970 was the first year the company had sustained a substantial loss and that profits 
had been reported in the first two quarters of fiscal year 1971. 

8 See, e.g., Exchange Buffet Corporation v. New York Stock Exchange, 244 F. 2d 507, 
510 (C.A. 2, 1957) ; Polarad Electronics Corporation, 44 'S.E.C. 734 (1971). 





IN THE MATTER OF 
THE APPLICATION OF 
WALTER DAVID WESTON 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 38-3367. Promulgated August 17, 1972 
Securities Exchange Act of 1984—Section 15A (g) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Net Capital Requirements 
Late Filing of Financial Report 


In proceedings for review of disciplinary action taken by registered securities 
association against president of member firm, sanctions imposed and costs assessed 
set aside, in view of the Commission’s conclusions that president did not violate 
association’s rules in connection with member's net capital deficiencies, and that 
no sanction was warranted for late filing of member’s financial report. 


APPEARANCES : 

Walter David Weston, pro se. 

Lloyd J. Derrickson, Frank J. Wilson, and Andrew Mck. Barnes, 
for the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Walter David Weston, president of Weston and Company, Inc., 
then a member firm of the National Association of Securities Dealers, 
Inc. (“NASD”),! seeks review, pursuant to Section 15A(g) of the 
Securities Exchange Act of 1934 (“Act”), of disciplinary action taken 
against him by the Association. The NASD, on the basis of findings 
that Weston violated Section 1 of Article III of its Rules of Fair 
Practice,” suspended his registration as a registered representative for 
one year, barred him thereafter from registration with any member in 
a managerial or supervisory capacity, fined him and the member 


1The firm has been adjudicated a bankrupt. It did not apneal the NASD’s action in 
this proceeding expelling it from membership, and its broker-dealer registration has been 
revoked. Weston and Company, Inc., 44 S.B.C. 692 (1971). 

2Section 1 requires observance of “high standards of commercial honor and just and 
equitable principles of trade.” 


45 S.E.C.—34—_9733 
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$4,500 jointly and severally, censured him, and assessed costs of 
$1,136 against Weston and the member jointly and severally. Weston 
and the NASD filed briefs with us and we heard oral argument. On 
the basis of our review of the record before the NASD, we make the 
following findings. 

The NASD found that Weston violated its Rule in that the member 
had net capital deficiencies on four dates from November 30, 1969 
through January 31, 1970, and was late in filing its 1969 report of 
financial condition with this Commission. Weston and his firm were 
charged with the same net capital deficiencies and the late filing of 
the report in administrative proceedings instituted by this Commis- 
sion. Our decision in those proceedings, while holding that the firm 
had violated our net capital rule * on the dates in question, exonerated 
Weston from responsibility for this violation, stating as follows: 

“On the basis of this record, however, we are unable to find that Weston 
willfully aided and abetted registrant’s net capital violations, Although Wes- 
ton was president of registrant, responsibility for net capital compliance 
had been delegated to and Weston reasonably relied on the firm’s comptroller 
who was a certified public accountant with training and experience in net 
capital computation. When such a computation by the comptroller as of 
December 19, 1969 showed registrant to be out of ratio, Weston closed 
registrant’s business for a brief period until net capital was obtained in an 
amount which, according to the comptroller’s calculations, was sufficient to 
put registrant in compliance with net capital requirements. There is no 
evidence in the record that, aside from the instance cited, Weston knew or 
should have known prior to February 1970 that registrant was or had been 
operating out of ratio.” * 

Although the decision of the NASD’s Board of Governors was is- 
sued more than a month later, it did not refer to our decision. The 
record before the NASD does not show any more knowledge on the 
part of Weston as to the firm’s net capital deficiencies than appeared 
in the record before us. Nevertheless, the NASD concluded that, al- 
though Weston may not have been aware that his firm was out of 
ratio, it was incumbent on him as the member’s president and regis- 
tered principal to have been aware. It therefore held him responsible 
for his firm’s violations. Since our review of the NASD record dis- 
closes, as did the record in the administration proceeding before us, 
that Weston properly delegated responsibility for net capital compli- 
ance to and reasonably relied upon another official of the firm, we 
again conclude that he did not aid or abet the member’s net capital 
violations, and, accordingly, we set aside the NASD’s finding that in 
this respect he violated its Rule. 

In our proceeding we held Weston responsible for the late filing of 
his firm’s 1969 financial report. We concluded, however, that it was 


3 Rule 15c3-1 under Section 15(c) (3) of the Act. 
‘ Weston and Company, Inc., supra. 44 S.E.C. at p. 694. 
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unnecessary in the public interest to impose any sanctions for that vio- 
lation in light of the following circumstances which are also dis- 
closed in the record before the NASD: 


“Weston testified that the national independent accounting firm he en- 
gaged to prepare the report represented that its audit would be completed 
wihin the required 45-day period. He became concerned in the latter part of 
January 1970 that the report would not be filed on time and complained to 
the auditors, who again assured him that the audit would be completed on 
schedule and that, in any event, they had never had any difficulty in secur- 
ing an extension of time from this Commission. His further inquiry in 
early February elicited the same response. Both Weston and the accountant 
with primary responsibility for the audit testified to the substantial effort 
made by the accounting firm and by registrant’s own staff to comply with the 
filing requirement.” © 

Although the NASD’s Board of Governors stated that it could sym- 
pathize with Weston’s “misplaced trust” in the national accounting 
firm, it affirmed the sanctions imposed by the District Committee even 
though it set aside one of the Committee’s findings of violation.® We 
find, as did the NASD, that Weston violated Section 1 of Article III 
of the NASD’s Rules in connection with the late filing of the financial 
report. However, we conclude that the imposition of any sanction for 
this violation is excessive, having due regard to the public interest. 
Since we have already set aside the NASD’s finding of violation 
against Weston in connection with the firm’s net capital deficiencies, 
we shall rescind the sanctions imposed on him and the NASD’s as- 
sessment of costs. 

Accordingly, IT IS ORDERED that the disciplinary action taken 
by the National Association of Securities Dealers, Inc. against Walter 
David Weston and its assessment of costs against him be, and they 
hereby are, set aside. 

By the Commission (Chairman Casey and Commissioners OwEns, 
Hertona, and Loomis). 

5 Weston and Company, Inc., supra, 44 S.E.C. at p. 697. 
6The Board of Governors rejected the District Committee’s finding that the firm and 


Weston engaged in a pattern of executing subordinated loan agreements contrary to the 
basic concept of liquidity embodied in the net capital rule. 





IN THE MATTER OF 
THE APPLICATION OF 
PAUL F. NEWTON & COMPANY 
AND 


PAUL F. NEWTON 
RICHARD D. FREDERKING 
BENJAMIN C. SARGENT, JR. 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3503. Promulgated August 24, 1972 


Securities Exchange Act of 1984—Section 15A(g) 


MEMORANDUM OPINION AND ORDER 


Paul F. Newton & Company, a member of the National Association 
of Securities Dealers, Inc. (“NASD”), and Paul F. Newton, Richard 
D. Frederking and Benjamin C. Sargent, Jr., registered principles of 
the member, filed an application for review, pursuant to Section 15A 
(g) of the Securities Exchange Act of 1934, of disciplinary action 
taken against them by the NASD." 

_ The sole violation charged and found by the NASD was that the 
member firm, as of December 31, 1969 and January 31, 1970, failed to 
comply with the provisions of our net capital rule,? for which failure 
the NASD found the individual applicants responsible. That rule, 
however, specifically exempts “any member in good standing and sub- 
ject to the capital rules of ... the Philadelphia-Baltimore-Washington 
Stock Exchange,” * and, on December 31, 1969, the firm was such a 
member. Although the Exchange suspended the firm prior to the sec- 
ond date in question,‘ the record shows that the firm ceased operations 
in mid-January 1970, and, since a net capital violation entails the ef- 


1The NASD expelled the Newton firm from membership, revoked the registrations of 
Newton and Frederking as principals and barred them from association with any member 
in a principal capacity, barred Sargent from such association in any capacity for 3 months 
and fined him $1,000, censured applicants, and assessed costs of $1.089.28. 

2 Rule 15c3-1 under Section 15(c) (3) of the Act. 

3 Rule 15c3-—1(b) (2). 

‘The firm was suspended on January 21, 1970 for violating the Exchange’s net capital 
requirements and aggregate indebtedness limitations. 
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fecting of securities transactions with inadequate net capital,* it is 
apparent that no violation was committed as of January 31. The 
NASD suggests in its brief that applicants’ conduct was vio- 
lative of its Rules apart from the member’s “capital deficiencies”. 
However, our 1eview pursuant to Section 15A(h) (1) of the Act must 
be limited to such violations as were charged and found by the NASD. 
and those findings of violation and the disciplinary action based on 
them must be set aside.® 

Accordingly, IT IS ORDERED that the sanctions imposed and the 
costs assessed by the National Association of Securities Dealers, Inc. 
with respect to Paul F. Newton & Company, Paul IF’. Newton, Richard 
D. Frederking and Benjamin C. Sargent, Jr. be, and they hereby 
are, set aside. 

By the Commission (Chairman Casry and Commissioners OwEns, 
Hertone and Loomis). 

5 See Capital Securities Co., 43 S.B.C. 758, 759 (1968). 


®In view of our disposition herein, applicants’ motion to adduce additional evidence and 
their request for oral argument are denied. 





IN THE MATTER OF 
LEVITZ FURNITURE CORPORATION 
File No. 3-3739. Promulgated September 6, 1972 
Securities Act of 1933—Section 8(d) 
STOP ORDER PROCEEDINGS 


Material Deficiencies in Registration Statement 


Where registration statement under Securities Act of 1933 was materially 
deficient in failing to apprise investors that labor union was about to embark on 
nationwide campaign to organize issuer’s employees which issuer had agreed not 
to oppose and that executive vice-president of issuer had approved union's out- 
lined contract terms aud agreed to recommend their approval by issuer, and in 
failing to describe effects of union’s campaign and proposed terms on issuer’s 
business operations, employee relations and income, held, stop order issued 
suspending effectiveness of registration statement. 


APPEARANCES: 

Richard H. Rowe and Mario V. Mirabelli, for the Division of Cor- 
poration Finance of the Commission. 

Daniel J. McCauley, of Blank, Rome, Klaus and Comisky, for 
Levitz Furniture Corporation. 


FINDINGS AND OPINION OF THE COMMISSION 


These proceedings were instituted pursuant to Section 8(d) of the 
Securities Act of 1933 to determine whether a stop order should is- 
sue suspending the effectiveness of a registration statement filed on 
April 11, 1972 by Levitz Furniture Corporation (“registrant”), and 
thereafter amended on May 5, and May 23, 1972. The statement, which 
has not become effective, relates to a proposed public offering of 600,000 
shares of registrant’s $.10 par value common stock. On June 27, 1972, 
we accepted an offer of settlement submitted by registrant pursuant to 
which we issued an order suspending the effectiveness of the registra- 
tion statement.’ We now issue our Findings and Opinion with respect 
to the issues presented in these proceedings. 

The registration statement contained the feline description of 
registrant’s labor relations: 


1 Securities Act Release No. 5266 (June 27, 1972). 
45 S.E.C.—33 5295 
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“Although only a small portion of the Company’s employees are currently 
represented by unions, there have been several union elections and a few 
minor work stoppages during the past year, as well as claims filed with the 
National Labor Relations Board against the Company. The Company has 
either prevailed in, or satisfactorily resolved, the majority of these claims 
which were filed during the fiscal year ended January 31, 1972. Since the 
beginning of the current fiscal year, additional claims have been filed and 
are still pending. The Company considers its relationship with its employees 
to be generally satisfactory. Management of the Company is aware of an 
increase in union activities and anticipates that these activities will continue 
to increase as the Company continues its expansion program. Management 
cannot predict what effect these activities may have upon the Company’s 
future employee relations.” 

That description, however, was materially deficient in its failure 
to disclose various facts. On or about March 29, 1972, executives of the 
International Brotherhood of Teamsters (“IBT”) had informed 
officials of registrant, including Gary R. Levitz, an executive vice- 
president and director, that a nationwide campaign to organize 
registrant’s employees would be undertaken by IBT, and the following 
week executives of registrant, including Levitz, informed IBT that 
registrant would not oppose the campaign provided authorization 
was obtained from registrant’s board of directors. On April 26, IBT 
outlined terms of a proposed national labor union contract between 
it and registrant, and Levitz indicated that the terms as outlined were 
acceptable to him, and that he would recommend their acceptance to 
registrant. IBT further indicated that its campaign would begin on 
or about June 1 by having IBT representatives present at every retail 
store location of registrant to furnish registrant’s employees with the 
“authorization cards” necessary to obtain National Labor Relations 
Board certification for the union. On May 3, 1972, at a meeting at- 
tended by all of registrant’s officers and a majority of its board of 
directors, Levitz informed those present of the substance of the fore- 
going. On the next day, he contacted an IBT executive and informed 
him that registrant would not oppose IBT’s campaign if it were 
deferred until registrant had completed the sale of its securities in 
the above proposed offering. IBT thereupon agreed to defer its cam- 
paign until about July 1. 

Thus, as registrant was aware, there was an imminent effort to 
unionize its employees and a likelihood that they would become 
organized and that a labor contract along indicated lines would be 
entered into between the company and the union. Under the cir- 
cumstances, potential investors who were to be asked to buy stock in 
registrant should have been apprised of those facts and, to the extent 
possible, of the effects of IBT’s organizing campaign and the proposed 
labor contract terms on registrant’s business operations, employee 
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relations and income. The failure to do so deprived such investors of 
material information necessary for an informed investment decision, 
rendered the registration statement materially misleading, and made 
appropriate the issuance of the stop order. 

By the Commission (Chairman Casey and Commissioners OweEns, 
Hertone and Loomis). 





IN THE MATTER OF 
WESTERN MARYLAND RAILWAY COMPANY 
File No. 1-766. Promulgated October 16, 1972 
Securities Exchange Act of 1984—Section 12(d) 
STRIKING OF SECURITY FROM LISTING AND REGISTRATION 


Insufficient Publicly-Held Shares 


Where issuer failed to meet guidelines of exchange for continued listing of its 
stock in that less than 600,000 of issuer’s shares, after exclusion of concentrated 
holdings of 10% or more, were publicly held, application of exchange to delist 
security granted, Commission finding that exchange, in calculating number of 
publicly-held shares, properly excluded not only 57% block owned and held by 
stockholder directly and through subsidiary, but also, under the circumstances, 
9.4% block beneficially owned by subsidiary and held by voting trustee. 


APPEARANCES: 

Merle 8S. Wick, Vice-President, and Vincent W. Plaza and Stephen 
M. McGirr, Associate Director and Senior Manager, respectively, of 
Department of Stock List, for New York Stock Exchange, Inc. 

W. P. Coliton, President, for Western Maryland Railway Company. 


FINDINGS, OPINION AND ORDER 


The New York Stock Exchange, Inc. filed an application, pursuant 
to Section 12(d) of the Securities Exchange Act of 1934 and Rule 
12d2-2 thereunder, to strike from listing and registration on the Ex- 
change the no par value common stock of Western Maryland Railway 
Company (“issuer”) on the ground that the issuer had less than 
600,000 publicly-held shares.1 The Exchange suspended trading in the 
stock on March 27, 1972. The issuer filed a statement in opposition and 
the Exchange submitted a reply. 

The delisting policies of the Exchange provide that the Exchange, 
in furtherance of its aim to provide an auction market for securities 
of well-established companies in which there is a broad public in- 
terest and ownership, will review the appropriateness of continued 


1 Section 12(d) of the Exchange Act and Rule 12d2—2(c) thereunder provide in pertinent 
part that, upon application by a national securities exchange, a security registered with 
such exchange may be withdrawn or stricken from listing and registration in accordance 
with the rules of.the exchange and upon such terms as we deem necessary for the protection 
of investors. 


45 S.E.C.—34——_9816 
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listing of a security which does not meet certain numerical and other 
guidelines. One of the numerical guidelines specifies that delisting will 
normally be considered where the number of publicly-held shares is 
less than 600,000, after excluding concentrated holdings of 10% or 
more as well as shares held by officers, directors, or their immediate 
families.” In determining that about 587,000 shares of the issuer’s com- 
mon stock were publicly held, the Exchange excluded from the 
1,787,082 shares outstanding as of April 1, 1972, 1,032,518 shares or 
approximately 57% of the stock, which it found to be owned and held 
by Chesapeake and Ohio Railway Company (“C&O”) and its sub- 
sidiary, Baltimore and Ohio Railroad Company (“B&O”),> and 
167,500 shares or 9.4% of the stock, which it found to be beneficially 
owned by B&O and held by a voting trustee. 

The issuer contends that delisting is not warranted on the basis 
of the “slim margin” of 13,000 shares by which it falls short of the 
Exchange’s requirement. It notes that in 1971, after C&O and B&O 
had acquired control of the issuer, 338,800 shares were traded, and that 
between 1960 and 1970, a yearly average of 238,180 shares were traded. 
Although conceding that the Exchange properly excluded the 57% 
controlling block, it objects to the Exchange’s exclusion of the 9.4% 
block held by the voting trustee. The issuer contends that that block 
should be included in the publicly-held category because it does not 
properly constitute a part of the C&O/B&O control block and does 
not, alone, amount to a 10% concentrated holding. 

We do not agree with the issuer’s contentions. In our opinion, the 
so-called “slim” deficit in the number of shares publicly held does not 
- provide a sufficient basis for disturbing the determination by the Ex- 
change that the stock should be delisted. We note that the Exchange’s 
standards for origina] listing require a minimum of 1,000,000 publicly- 
held shares,‘ and that its guidelines for delisting expressly state that 
when the number of a company’s publicly-held shares falls below 
600,000, the Exchange “may give consideration to any definitive ac- 
tion that a company would propose to take that would bring it in line 
with original listing standards.” In view of the 400,000-share dif- 
ferential in the two standards, we believe that the Exchange’s deter- 
mination to delist cannot appropriately be faulted on the basis of the 
size of the deficit below 600,000. 

With respect to the 9.4% block of stock held by the voting trustee, 
the Exchange takes the position that, if a fair and orderly market. is 
to be maintained, all stock beneficially owned by 10% holders, includ- 
ing stock held in a voting trust, should be excluded from the number of 


2 New York Stock Exchange Guide, J 2499, Rule 499. 
3 C&O beneficially owns 94.3% of the voting stock of B&O. 
4 New York Stock Exchange Guide, J 2495B. 
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publicly-held shares. The issuer would treat the 9.4% block as if it 
were independently owned, but, in fact, the power to sell it was re- 
tained by B&O.* On the other hand, the Exchange’s guideline as to the 
minimum number of publicly-held shares, excluding therefrom shares 
held by 10% stockholders, reflects a determination to limit its listings 
to securities possessing the potential for substantial trading activity 
uninfluenced by factors other than market considerations. It is clear 
that, by virtue of C&O’s status as a 10% or controlling stockholder, the 
sale of the 9.4% block would be subject to the same statutory restraints 
as are applicable to the 57% block.® 

We conclude that it is appropriate to grant the application for 
delisting. 

Accordingly, IT IS ORDERED that the application of the New 
York Stock Exchange to strike from listing and registration the no 
par value common stock of Western Maryland Railway Company be, 
and it hereby is, granted. 

By the Commission (Chairman Casry and Commissioners Owens, 
Hertone and Loomis). 


5 Under the voting trust agreement, dated March 25, 1968, B&O retained the power to 
sell the trusteed shares to a purchaser not prohibited by a previous order entered by the 
Interstate Commerce Commission. 

6 See Sections 2(11), 4(1), and 5 of the Securities Act of 1933 regarding the necessity 
for registering securities prior to public sale by a person directly or indirectly controlling 
the issuer. See also section 16(b) of the Securities Exchange Act with respect to an issuer’s 
right to recover any profit realized from any sale and purchase within any period of less 
than six months by any person directly or indirectly the beneficial owner or more than 
10% of any class of any equity security. 











IN THE MATTER OF 
THE APPLICATION OF 
SECURITY PLANNERS ASSOCIATES, INC. 
AND 
HOWARD SMOLAR 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-3324. Promulgated November 1, 1972 
Securities Exchange Act of 1934—Sections 15A(g) and 15A (h) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violations of Rules of Fair Practice 


Where member of registered securities association, in violation of association’s 
rules of fair practice, failed to comply with net capital, credit, and records re- 
quirements, to endorse in writing transactions and correspondence of its regis- 
tered representatives, to give required notice to customers with free credit bal- 
ances used in connection with operation of member’s business, and to maintain 
written supervisory procedures, censure and fine imposed upon member by asso- 
ciation sustained, and censure, fine and suspension imposed upon president of 
member for participation in those violations modified to eliminate fine because 
evidence did not support findings of his participation in several violations, and in 
view of his successful efforts to bring member into compliance with net capital 
requirements. 


APPEARANCES : 
Sumner H. Woodrow, of Balliro and Woodrow, for applicants. 
Lloyd J. Derrickson, Frank J. Wilson, and John F. Mylod, for the 
National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Security Planners Associates, Inc., a member 
of the National Association of Securities Dealers, Inc. (“NASD”), 
and Howard Smolar, vice-president of the member until December 1, 
1969 and president thereafter, for review of disciplinary action taken 
against them by the NASD. The NASD censured and fined the mem- 
ber and Smolar $5,000 and $1,000, respectively, suspended Smolar from 
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association with an NASD member for 30 days, and assessed costs 
against them. 

Briefs were filed with us by applicants and the NASD. Our findings 
are based upon a review of the record made before the NASD. 

The record establishes, as found by the NASD, that applicants vio- 
lated Section 1 of Article III of the NASD’s Rules of Fair Practice in 
that, in contravention of Rule 15c3-1 under the Act, the member ef- 
fected securities transactions when it had net capital deficiencies, as 
computed under the Rule, ranging between $1,910 and $92,024 on eight 
dates between January 31 and June 19, 1970.1 

The member does not dispute any of those violations except with 
respect to deficiency of $8,960 found to exist on April 17, 1970. Appli- 
cants contend that the NASD, in computing that deficiency, improp- 
erly based its valuation of the member’s substantial inventory of 
Golden Crest Records, Inc. stock on the bids appearing in the daily 
quotation sheets published by the National Quotation Bureau, Inc. 
The sheets disclosed four bids ranging from 714 to 8 on April 17, four 
bids of 714 on the immediately preceding trading day, and three bids 
ranging from 714 to 734 on the immediately following trading day. 
Applicants assert that a bid of 814 had been quoted orally to the mem- 
ber by a major market maker on April 17, and that with their valua- 
tion based on that bid there was no deficiency. However, no evidence 


of sales at 814 was presented. In our view, the NASD’s use of bids in 
the sheets, especially in light of the large block of shares involved 
(about 22,00 shares), was more than “reasonably calculated to deter- 
mine the value at which the securities could be readily converted into 


cash consistent with the net capital rule’s basic objective of liquidity.” ’ 


Smolar contends that the was not responsible for any of the other 
net capital violations, although all occurred after he became president. 
He testified that he did not become aware of the January to March 
deficiencies until he received the auditor’s annual report of the mem- 
ber’s financial condition in late March 1970, and that in late April, in 
anticipation of a “probable” net capital deficiency, he asked our re- 
gional office staff whether the firm could continue doing business if such 
business were of a limited nature. Pending an answer to that inquiry, 
which he expected in a day or two, he considered that his firm could 
do business on such a basis. In late June 1970 he was advised by our 
staff that it could not continue. 

We do not agree with Smolar’s contention. As president and sole 
operating head of the member after November 30, 1969, Smolar had a 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. 

2 Weston and Company, Inc., 44 S.E.C. 692, 694 (1971). Cf. Cortlandt Investing Corpora- 
tion, 42 S.E.C. 709, 712-13 (1965). 
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duty to ascertain its financial condition promptly,’ and to refrain from 
effecting transactions until it was clear that the member had adequate 
net capital, particularly in view of the deficiencies in the member’s 
books and records described below. Moreover, when Smolar became 
president, he was or should have been aware that he was inheriting a 
potentially critical net capital condition. Between April and August 
1969 the member’s operations manager had expressed concern to 
Smolar about the member’s inventory of Golden Crest stock, account- 
ing for about $280,000 of the $360,000 reflected in the member’s trad- 
ing account at the time, and recommended to him that such inventory 
be substantially reduced because it tied up funds needed for day-to- 
day operations. He had also discussed with Smolar, as well as with 
the then president, the difficulties in preparing a trial balance because 
of the condition of the books and records. Another person who became 
operations manager in September 1969 shortly thereafter also recom- 
mended to Smolar as well as to the president that the member’s inven- 
tory position in Golden Crest stock be reduced because it jeopardized 
the member’s net capital from time to time depending upon the market 
for the stock, and, upon Smolar’s assumption of the presidency, out- 
lined to him the “depth” of the member’s back-office problems. Re- 
garding Smolar’s inquiry with respect to doing a limited business, 
our staff merely informed him that his inquiry would be referred to 
the headquarters office. Smolar, therefore, had no reasonable basis 
for assuming that the member could continue to do business with in- 
adequate capital while waiting for an answer. 

Applicants do not dispute and we find, as did the NASD, that they 
- violated Sections 1 and 27(c) of Article III in failing to endorse in 
writing transactions and correspondence of registered representatives 
of the member.* The record also establishes, as found by the NASD, 
that applicants violated Sections 1 and 27(a) of Article III by failing 
to establish and maintain written supervisory procedures. When the 
NASD investigator visited the member in November 1969, a written 
memorandum of supervisory procedures could not be produced. At 
the hearings before the NASD, applicants introduced in evidence 
various memoranda they located after the inspection which, although 
relating to some extent to supervision over certain practices, involved 
mainly the salesmen’s responsibility to attend sales meetings and 
generate sales. Thus, those memoranda were clearly inadequate to 
assure compliance by them with regulatory requirements, in addition 
to being not readily available to the member’s personnel. 

2 See Aldrich, Scott & Co., Inc., 40 S.E.C. 775, 778 (1961). 

Section 27(c) requires that all transactions and correspondence of registered repre- 


sentatives pertaining to the solicitation or execution of securities transactions be endorsed 
in writing on an internal record. 
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Finally, applicants do not dispute and we find, as did the NASD, 
that (1) the member violated Section 1 of Article III in that (a) in 
contravention of Regulation T prescribed under the Act by the Board 
of Governors of the Federal Reserve System, it failed to liquidate or 
otherwise cancel at least 21 customer-purchases between February 
1968 and October 1969 for which full payment had not been received 
within seven business days, with the delinquencies ranging from 1 to 
118 days; and (b) the member failed to notify several customers, as 
required by Rule 15c3-2 under the Act, that their funds, while payable 
on demand, were not segregated and might be used in the operation of 
its business; and (2) the member violated Sections 1 and 21(a) and 
(b) of Article III in that, as of November 12, 1959, its customer 
and broker-dealer ledgers were posted only thorugh October 31, 1969, 
the customer ledger failed to reflect the receipt and delivery of securi- 
ties before October 1, 1969, the securities ledgers (position records) 
failed to reflect properly the ownership and location of securities, and 
customer account cards did not contain all the required information 
concerning the customer or the necessary signatures of the personnel 
introducing and’accepting the account. 

The NASD also found that Smolar participated in these Regula- 
tion T, free credit balance notification, and record-keeping violations 
by the member. On the record before us, we are unable to agree. These 
violations occurred while Smolar was vice-president of the member, 
in which capacity he supervised and trained salesmen and analyzed 
securities offerings, whereas the member’s then president had assumed 
responsibility for supervision of the firm’s back office. Although 
Smolar was generally aware that the member had back-office problems, 
he was not included in the conversations between the president and 
back-office personnel concerning them and understood that the presi- 
dent was taking steps to solve them.® Under the circumstances, the 
findings as to Smolar’s participation are set aside.® 

We conclude that to the extent we have found violations by each of 
the applicants, their conduct was inconsistent with just and equitable 
principles of trade. 

Applicants argue that we are incapable of properly exercising our 
review function in these proceedings because of our decision, issued in 
December 1971 in administrative proceedings assertedly based on 
“essentially” the same violations, in which we suspended the member’s 
broker-dealer registration for 60 days and suspended Smolar from 
association with any broker-dealer for 20 days.’ They also contend 


5The then president was censured and fined $1,000 by the NASD, and he did not seek 
review. 

6 See Midwest Planned Investments, Inc., 42 S.E.C. 558, 562 (1965). 

744 S.E.C. 738 (1971). 
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that any further sanctions would involve double jeopardy and would 
be precluded absent an overriding public interest, which they assert 
does not exist here because the member has ceased operations. These 
contentions are not well founded. Although Regulation T and books 
and records provisions were involved in the earlier proceedings, our 
sanctions were based on entirely different infractions from those found 
here by the NASD. Moreover, even if the infractions were the same in 
both proceedings, we do not consider that we would be disqualified or 
precluded by double jeopardy considerations from sustaining the 
NASD’s sanctions.® 

Applicants request that, if any sanctions are to be imposed upon 
the member, a suspension of its membership be substituted for the 
$5,000 fine imposed by the NASD. They assert that before the NASD’s 
District Committee issued its decision imposing the sanctions later 
affirmed by its Board of Governors they requested that, in the event of 
an adverse decision, a fine be imposed rather than a suspension in order 
to protect the activities and shareholders of a mutual fund for which 
the member was then investment adviser, underwriter, and contractual 
plan sponsor, but that conditions have now changed in that the mem- 
ber has ceased doing business. We do not think that applicant’s re- 
quest should be granted. The record does not disclose any specific re- 
quest that a fine rather than a suspension be imposed; the District 
Committee was merely asked to consider the impact of any sanction 
against the member upon the shareholders of the member and the 
mutual fund. Moreover, in requesting review by the Board of Gov- 
ernors of the District Committee decision, after the member had 
already ceased doing business, applicants asked that the fine be con- 
verted into an equivalent period of formal suspension, but as noted 
the Board affirmed the penalties imposed by the District Committee. 
Assuming we have authority under Section 15A(h) of the Act to 
change a fine imposed by the NASD to a suspension, we do not con- 
sider it appropriate to do so here.® 


8 See Shearson, Hammill ¢€ Co., 42 S.E.C. 811, 852 n. 88 (1965); Lile € Co., Inc., 42 
S.E.C. 664, 669-70 (1965). 

® Applicants also asserted that the member now has virtually no income and that the 
fine, if unpaid, would mean a loss of its NASD membership and the resulting loss, among 
other things, of continuing commissions on previous mutual fund transactions to the detri- 
ment of the member’s public stockholders. However, the record is silent as to the amount 
of the expected commissions or whether they would be sufficient to pay or finance a loan ir 
the amount of the fine. Moreover, it would appear that if those commissions are large 
enough to warrant preserving the firm’s NASD membership and right to receive them, the 
member’s stockholders, both voting and non-voting, might well have an incentive to pay 
the fine. We note in this connection that immediatey after the member ceased operations 
in September 1970, it distributed to its stockholders its shares in Security Planners Assoct- 
ates, Ltd., a wholly owned subsidiary and also a member of the NASD; that the member’s 
customers were given the opportunity to transfer their accounts to the subsidiary; and 
that steps were taken for the latter firm to replace the member as adviser and underwriter 
for the mutual fund. 
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Under the circumstances, including our prior disciplinary action 
against the member, we conclude, with due regard to the public in- 
terest; that the sanctions imposed upon the member are not excessive 
or oppressive. 

It is further requested that, in the event of an adverse decision 
against Smolar, who has censured and fined $1,000 and suspended for 
80 days, the fine should be set aside because of his assertedly inability 
to pay it. We think that, apart from Smolar’s financial condition, he 
is entitled to some leniency. We have exonerated him of participation 
in several of the violations found by the NASD. It is also noted that 
after he received the auditor’s report in March 1970, he took steps to 
improve the member’s net capital position. He made a personal contri- 
bution of subordinated capital, obtained a subordinated loan, and 
liquidated a portion of the member’s Golden Crest stock, as a result of 
which the member came into compliance with the net capital rule at 
the end of June 1970. Under all the circumstances, and taking into 
account the fact that our prior disciplinary action against him was 
based only on his failure to exercise reasonable supervision to prevent 
certain Regulation T violations which occurred while he was presi- 
dent, it is appropriate in the public interest to modify the sanctions 
imposed upon him by the NASD by setting aside the $1,000 fine. 

Accordingly, IT IS ORDERED that the proceedings for review 


be, and they hereby are, dismissed as to Security Planners Associates, 
Inc., and that the sanctions imposed upon Howard Smolar be, and they 
hereby are, modified to censure and suspension for 30 days from asso- 
ciation with any member of the National Association of Securities 
Dealers, Inc. 

By the Commission (Chairman Cassy and Commissioners OwEns, 
Hertone and Loomis). 





IN THE MATTER OF 
STONE SUMMERS & COMPANY ET AL.* 
File No. 3-2451. Promulgated November 3, 1972 
Securities Exchange Act of 1934—Sections 15(b), 15A and 19(a) (3) 


BROKER-DEALER PROCEEDINGS 
Grounds for Remedial Action 


Where registered broker-dealer, aided and abetted by present or former 
officers, sold unregistered securities in violation of Securities Act of 1933 and 
while doing so entered bids for such securities, and officers failed reasonably to 
supervise to prevent such violations, held, under circumstances in public interest 
to impose suspensions on registrant and officers. 


APPEARANCES: 


Gerald E. Boltz, Joan H. Saxer, Cecil S. Mathis, and Charles T. 
Rose, of the Fort Worth Regional Office of the Commission, for the 
Division of Trading and Markets. 

Gene Stipe and Eddie Harper, of Stipe, Gossett, Stipe & Harper 
and George F. Saunders, for respondents. 


FINDINGS, OPINION AND ORDER 


Following hearings in these proceedings pursuant to Sections 15(b), 
15A and 19(a) (3) of the Securities Exchange Act of 1934, the hearing 
officer issued an initial decision in which he concluded that the broker- 
dealer registration and the membership in the National Association of 
Securities Dealers, Inc. of Stone Summers & Company (“registrant”) 
should be suspended for a period of seven days, that Alexander J. 
Stone, president of registrant and Thomas E. Summers, formerly a 
vice-president, should each be suspended from being associated with 
any broker or dealer for 30 days, and that Bobby Layne Summers, 
brother of Thomas and formerly secretary-treasurer of registrant, 
should be similarly suspended for a period of 15 days. We granted 
petitions for review of the hearing officer’s initial decision filed by the 


*Alexander J. Stone; Thomas E. Summers; Bobby Layne Summers 
45 S.E.C.—34——_9839 
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above respondents and they and the Division have filed briefs.* Our 
findings are based upon an independent review of the record. 


SALEs OF UNREGISTERED SECURITIES AND RELATED VIOLATIONS 


The hearing officer found that during 1968 registrant willfully vio- 
lated and Stone and the Summers brothers willfully aided and abetted 
violations of Sections 5(a) and 5(c) of the Securities Act of 1933 and 
Section 10(b) of the Exchange Act and Rule 10b-6 thereunder, in 
connection with the offer and sale of shares of the common stock of 
United Australian Oil, Inc. (“UAO”), and that Stone and the Sum- 
mers brothers failed reasonably to supervise persons under their super- 
vision with a view to preventing such violations. 

The record shows, and there is no dispute, that during November 
and December 1968, registrant sold to various other broker-dealers 
698,000 shares of UAO stock, 100,000 of which registant had purchased 
from one Paul Dawson and resold as principal, 100,000 of which regis- 
trant sold as agent for Dawson, and the other 498,000 of which regis- 
trant sold as agents for one Charles I. Allen. 

No registration statement under the Securities Act was filed or in 
effect with respect to the UAO securities when the above sales were 
made. Accordingly, such sales of unregistered UAO shares were in 
violation of Sections 5(a) and 5(c) of the Securities Act ? unless an 
exemption applied to them. It is well settled that the burden of provid- 
ing entitlement to an exemption from the general policy of the Securi- 
ties Act requiring registration rests with the person claiming the 
exemption.’ Respondents have not sustained such burden here. 

Respondents claim that registrant’s sales as principal of the 100,000 
UAO shares purchased from Dawson were exempt as dealers’ trans- 
actions under Section 4(3) of the Securities Act * and that the sales as 
agent for Dawson and Allen were exempt as brokers’ transactions 
under Section 4(4).5 


1The Division has also petitioned us for review of a second initial decision recently 
filed by the hearing officer in which he denied its motion to suspend registrant’s broker- 
dealer registration pending our disposition of these proceedings. In view of the present 
final determination of these proceedings with respect to the captioned respondents, the 
Division’s petition is moot and is hereby denied. 

2As applicable here, Sections 5(a) and 5(c) make it unlawful to use the mails or inter- 
state facilities to sell or deliver a security unless a registration statement is in effect as to 
such security, or to offer to sell a security unless a registration statement has been filed 
as to such security. 

3§.E.C. v. Ralston Purina Co., 346 U.S. 119 (1953); S.F.C. v. Culpenper, 270 F. 2d 
241, 246 (C.A. 2, 1959) ; Pennaluna € Co., Inc., v. 8.E£.C., 410 F. '2d 861, 865 ('C.A. 9, 1969), 
cert. denied, 396 U.S. 1007 (1970). 

*Subject to certain exceptions, Section 4(3) provides an exemption for a dealer as to 
trading occurring after a period of distribution. H.R. Rep. No. 85, 73d Cong. 1st Sess., 
p. 16 (1933). 

5 Section 4(4) exempts brokers’ transactions executed upon customers’ orders but not 
the solicitation thereof. 
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We have previously held that the brokers’ exemption is not avail- 
able when the broker knows or has reasonable ground to believe that 
his customer is an underwriter since in that event the broker likewise 
violates Section 5 by participating in a non-exempt transaction.® And 
the dealers’ exemption also is not available to a dealer who is selling 
unregistered securities for an underwriter.’ The Division contends 
that both Dawson and Allen were underwriters within the meaning of 
Section 2(11) of the Securities Act.’ 

Various circumstances link Dawson and Allen to UAO prior to the 
sales of UAO shares in question here. In 1967 Dawson was the man- 
ager of and Allen performed legal services for Sound Tronics, Inc., 
which was owned by H. B. Todd, president of UAO, and which was 
acquired by UAO in that year for shares of UAO stock. Both Dawson 
and Allen received some UAO stock as payment for services rendered. 
In 1967 and 1968 they requested Paul L. Rice, who was then a regis- 
tered representative with a broker-dealer for whom the Summers 
brothers were also working, to sell some of their UAO stock. Subse- 
quently, after the Summers brothers became officers, directors and part 
owners of registrant, Rice became a registered representative with 
registrant and Dawson and Allen approached Rice with respect to 
the sales of the UAO stock involved in these proceedings.® 

On November 1, 1968 Dawson transmitted to Rice two certificates 
dated August 26, 1967 for 100,000 shares each of UAO stock, stating 
that “this stock is free trading stock and is not investment legend 
stock,” and requesting Rice to sell those shares for him. None of the 
respondents talked to Dawson about the stock, although they knew 
_he had been associated with UAO’s subsidiary Sound-Tronics, and 
UAO’s president, Tod1.?° T. Summers stated that he was informed 
by Rice that Dawson was not an officer or director of UAO and that 
he had bought some UAO stock “off the market.” Stone said he un- 
derstood Dawson had received the stock from UAO in settlement of 
an employment contract after UAO’s merger with Sound-Tronics and 


6 Herbert L. Wittow, 44 S.E.C. 666, 672 (1971) ; Quinn and Company, Inc., 44'8.E.C. 461, 
467 (1971), aff'd 452 F. 2d 943 (C.A. 10, 1971). 

7 Quinn and Company, Inc., supra, at np. 468. 

8 Section 2(11) defines an underwriter to include any person who purchases securities 
from an issuer with a view to distribution or rarticipates in any such undertaking. For 
the purpose of the definition. issuer is defined to include anv person who controls the issuer. 

® Rice was a registered representative with registrant from September 1968 to September 
1969. A default order was entered barring him from association with a broker or dealer on 
the basis of a finding that he had failed to annear at the hearings herein (Securities 
Exchange Act Release No. 9206, June 14, 1971). Such order has been stayed, however, and 
on March 29, 1972 at Rice’s request a further hearing was ordered with respect to the 
issues relating to him. Accordingly, the findings made herein relate only to the named 
respondents not including Rice. 

10 Registrant’s New Account card for Dawson showed his emplover as Sound-Tronics, and 
a UAO report in registrant’s files showed that UAO had acquired all the stock of Sound- 
Tronics. 
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that Rice had assured respondents that Dawson had an exemption 
based on a change of circumstances. Before respondents undertook to 
sell Dawson’s stock, they sent the two 100,000 share certificates to 
UAO, which acted as its own transfer agent, for transfer into 1,000 
share certificates in registrant’s name, and Dawson’s certificates were 
so transferred without question." 

Allen testified that prior to his acquisition of the 498,000 shares 
sold for him by registrant he had negotiated for the purchase of 
500,000 UAO shares from certain holders, but upon discovering that 
those shares were subject to restrictions on further transfers, he sought 
Todd’s assistance to have the restrictions removed. He stated that 
Todd told him that UAO shares could be acquired from another UAO 
shareholder whom he identified as one “W. H. Walker”. Allen ar- 
ranged to buy that stock and pay for it by cashier’s check to Walker, 
and sell it through registrant with Rice as the salesman. On Satur- 
day, December 7, 1968, Allen received 500,000 shares of UAO stock 
from an employee of Todd, such shares being then already in 1,000 
share certificates in registrant’s name as had been requested by Rice, 
and on the following Monday Allen delivered the shares to Rice to 
be sold through registrant. 

Respondents did not inquire of Allen as to the manner in which he 
obtained the stock. Stone stated T. Summers told him that Allen was 
not connected with UAO and had purchased the stock from someone 
else. T. Summers said that he considered there were no strictions on 
the stock because the shares were transferred into registrant’s name 
without question. Allen testified that he subsequently learned that 
Walker was an alias used by Todd. 

We have previously emphasized that broker-dealers have a respon- 
sibility to be aware of the requirements necessary to establish an ex- 
emption from the registration requirements of the Securities Act and 
shouid be reasonably certain such an exemption is available.’? Re- 
spondents did not take reasonable measures under the circumstances 
of this case to assure themselves that an exemption was available for 
the sales of the Dawson and Allen stock. 

Notwithstanding the substantial number of shares involved and the 
prior association of the sellers with a UAO subsidiary, respondents 
made no serious effort to determine the source and the circumstances of 


11 Dawson refused to testify at the hearings herein on the ground that his testimony 
would tend to incriminate him and that he was unable to obtain counsel. The Division 
introduced into the record a transcript of Dawson’s testimony in the staff investigation 
preceding the institution of these proceedings. Respondents have protested that they had 
no opportunity to cross-examine Dawson with respect to such testimony. Although hearsay 
evidence may be admitted in administrative proceedings, we have determined under ail 
the circumstances not to consider Dawson’s investigation testimony. Accordingly, all of 
our findings with respect to the sales of Dawson’s stock are based on evidence in the record 
other than that testimony and the exhibits thereto not otherwise admitted into the record. 

12 See e.g., Quinn and Company, Inc., 44 S.E.C. 461, 469 (1971) ; Strathmore Securities, 
Inc., 43 S.E.C. 575, 582 (1967). 
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the acquisitions of such stock and did not even question either of the 
sellers. The claim that Dawson had a “change of circumstances” which 
justified the sale of his 200,000 shares without registration was not as- 
serted by Dawson in connection with the sale of those shares through 
registrant, but was a claim made earlier by Dawson when he had 
sought to sell a different block of 90,000 UAO shares through Rice 
when Rice worked for another broker-dealer.** Although it was ob- 
vious that Allen was immediately reselling stock obtained from 
“Walker,” no attempt was made to find out who the latter was. 

In essence, respondents were satisfied by the fact that the certifi- 
cates presented for sale had no restrictive legend and were accepted 
for transfer by the transfer agent. We have encouraged issuers when 
they issue securities in so-called “private offerings” to place a legend 
on the certificates and to issue stop-transfer instructions as a precau- 
tion against illegal distributions.* The failure of an issuer to take 
such measures, however, cannot relieve a broker-dealer from his duty 
as a professional in the securities business to make reasonable inquiry 
to assure himself that he is not participating in an illegal sale of 
unregistered securities.* Respondents in this case in particular were 
not entitled to rest on the absence of any restrictive legend on the 
securities and on the willingness of the issuer as its own transfer agent 
to transfer shares.'* In addition to the other factors mentioned, re- 
spondents had reason to be generally suspicious of trades, particularly 
of large blocks, in UAO stock because in T. Summers’ words, “there 
was in the broker’s community . . . a general joke going around that 
that they are printing stock.” 17 While Summers qualified this state- 
-ment by asserting that no one took it “seriously,” the existence of such 
a comment was certainly a warning “flag” requiring a more searching 
inquiry with respect to the sale of substantial blocks than was made 
here.® 

Since respondents have failed to meet their burden of showing that 
an exemption was available for the sale of the 698,000 shares of 
UAO, we find that such sales constituted willful violations of sections 
5(a) and 5(c) of the Securities Act. 

The record also establishes, as found by the hearing officer, that 
registrant was bidding for and making a market in UAO shares while 

13The hearing officer in referring to this earlier sale, characterized it as having been 
made ‘under a questionable opinion that he [Dawson] had had a change of circumstances.” 

14 See Securities Act Release No. 5121 (December 30, 1970); Securities Act Release 
No. 4997, p. 16 (September 15, 1969). 

1 Quinn and Company, Inc., 44 S.E.C. 461, 470 (1971). 

1607. Stead v. 8.E.C., 444 F. 2d 713, 716 (C.A. 10, 1971), where the Court stated that 
calling the transfer agent was ‘‘obviously not a sufficient inquiry”. 

17A UAO report in registrant’s files showed 4,103,499 shares outstanding as of January 
31, 1967 and 7,456,383 shares outstanding as of January 31, 1968, or an increase of 
3,352,884 shares in one year. 


18 Cf. S.E.C. v. Mono-Kearsarge Consolidated Mining Company, 167 F. Supp. 248, 259 
(D. Utah. 1958) ; Dlugash v. S.E.C., 373 F. 2d 107, 109 (C.A. 2, 1967). 
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it was participating in the above distributions of UAO shares. We 
find therefore that in this respect respondents also willfully violated 
and willfully aided and abetted violations of Section 10(b) of the 
Exchange Act and Rule 10b-6 thereunder.’® 


FAILURE TO SUPERVISE 


The hearing officer further found and the records shows that Stone, 
T. Summers, and B. Summers failed reasonably to supervise with a 
view to preventing the violations of Sections 5(a) and 5(c) of the 
Securities Act and of Section 10(b) of the Exchange and Rule 
10b-6 thereunder in connection with the sales of the Dawson and 
Allen UAO stock. 

At the time, these three respondents were all officers and directors 
and together owned all the stock of registrant. Stone, the president, 
was the only registered principal,?° but came to the office only two or 
three days a week. He shared supervisory responsibility with T. Sum- 
mers, who functioned primarily as a trader, but was the supervisor 
in the office on a day-to-day basis. In his absence, B. Summers, who 
also functioned primarily as a trader, was in charge but in fact ex- 
ercised little supervision. 

Respondents argue that the supervision was adequate under the cir- 
cumstances. They contend that it was reasonable for them to believe 
that Dawson had an exemption for his sales of his stock. As to Allen’s 
transactions, they state that the critical factor was the source of his 
stock, and argue that further inquiries as to this point would have 
been fruitless because, as Allen testified, he had an agreement with 
Rice to share the profits of the sales of Allen’s stock. However, as we 
have already noted, respondents did not make appropriate inquiries 
as to the sources of the securities and the circumstances under which 
securities were acquired and accepted as sufficient the transfer agent’s 
advice as to the transferability of the shares. Respondent’s failure to 
make inquiry cannot be justified by the existence of Allen’s agreement 
with Rice, of which respondents were not aware, even assuming such 
inquiry would have been fruitless as respondents urge.”* 

Respondents do not deny that Stone and T. Summers had a duty of 
supervision, but urge that B. Summers was not charged with such a 
duty and did not in fact exercise any supervision. While B. Summers’ 
responsibility was of a lesser nature than that of the other two, the 
fact that he was then an officer and director and one of the three 


19 Section 10(b) and Rule 10b-6 thereunder prohibits any underwriter or broker or dealer 
who is participating in a distribution of securities irom bidcing ior those securities or 


purchasing them for any account in which he has a beneficial interest while they are the 
subject of such distribution. 

20 The firm had another registered principal who came to the firm in April 1969, after 
the Dawson and Allen transactions, and is not a respondent. 

21 Assuming, as respondents imply, that Rice and Allen would not have given satisfactory 
or truthful answers, respondents’ resulting inability positively to identify Walker in itself 
would have been sufficient grounds for declining to effect the transactions. 
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owners of registrant imposed on him at least a measure of responsi- 
bility which we find he did not satisfy.*? 


PUBLIC INTEREST 


Having found violations and a failure to exercise reasonable super- 
vision in connection with the distribution of unregistered UAO 
shares, we must determine what remedial sanctions, if any, are in the 
public interest. The registration and related provisions that were vio- 
lated set forth basic requirements of the securities laws for the pro- 
tection of investors, and we have emphasized the responsibility of 
broker-dealers in dealing with substantial blocks of unregistered 
securities. 

In determining the sanctions deemed necessary in the public in- 
terest in this case, the hearing officer found it appropriate to consider 
the circumstances that since June 1970, pursuant to a stipulation re- 
spondents entered into to obviate a hearing on the question of an in- 
terim-suspension of registration, registrant has been subjected to 
specified limitations upon the activities that it could engage in pend- 
ing final determination of the issues in these proceedings. The hearing 
officer found that these limitations have exerted an adverse economic 
effect upon registrant as well as the other respondents who are its 
owners. 

We also note that it does not appear that registrant, Stone or B. 
Summers have been found to be engaged in any prior violations; T. 
Summers was enjoined in 1965 on a consent decree from aiding or abet- 
ting; another broker-dealer from violations of the credit extension and 
net capital requirements under the Exchange Act. We have also con- 
‘sidered, as found by the hearing officer, that Stone, who at the time was 
registrant’s only principal, and T. Summers, who had greater knowl- 
edge of Rice’s activities, had primary responsibility for the failure to 
exercise proper supervision. 

Upon consideration of all the circumstances and factors presented 
we conclude that it is appropriate in the public interest to impose the 
sanctions ordered by the hearing officer, namely, to suspend registrant’s 
registration and NASD membership for seven days, and to suspend 
Stone and T. Summers for 30 days each and B. Summers for 15 days, 
from association with any broker or dealer.”* 

22 The hearing officer held that the record did not sustain the charge that respondents 
violated Section 10(b) of the Exchanve Act and Rule 10b—5 thereunder in connection with 
registrant’s trading activities. After 1eview of the record and a consideration of the 
contentions with respect to these alleged violations, we concur in his conclusion. 

23 Wwe have considered the initial decision of the hearing officer and the exceptions thereto, 
and to whatever extent such exceptions involve issues which are relevant and material 
to the decision of the case, we have by our Findings and Opinion herein ruled upon them. 
We hereby expressly sustain such exceptions to the extent that they are in accord with 


the views set forth herein, and we expressly overrule them to the extent that they are 
inconsistent with such views. 
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Accordingly, IT IS ORDERED that: 

1, The registration as a broker and dealer and the membership in 
the National Association of Securities Dealers, Inc. of Stone Summers 
& Company be, and they hereby are, suspended for a period of seven 
days. 

2. Alexander J. Stone and Thomas E. Summers be, and they hereby 
are, suspended from being associated with any broker or dealer for 
thirty days, and Bobby Layne Summers be, and he hereby is, sus- 
pended from such association for fifteen days. 

3. Such suspensions are to commence with the opening of business 
on November 13, 1972. 

By the Commission (Chairman Casey and Commissioners Owens, 
Hertone and Loomis). 





IN THE MATTER OF 
THE APPLICATION OF 
RICHARD J. FAWCETT 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3672. Promulgated November 8, 1972 
Securities Exchange Act of 1934—Section 15A(g) 
MEMORANDUM OPINION AND ORDER 


Richard J. Fawcett, a registered representative of a member of the 
National Association of Securities Dealers, Inc. (“NASD”), filed an 
application, pursuant to Section 15A(g,) of the Securities Exchange 
Act of 1934, for review of disciplinary action taken against him by 
the NASD. The NASD found that applicant violated Sections 1, 18, 
and 19 of Article III of its Rules of Fair Practice.’ It barred appli- 
cant from association with any member and assessed costs against him. 
Applicant did not file a brief or statement in support of his application 
for review within the period specified by Rule 15Ag-1(c) under the 
Act, or within an additional period granted him.? Although. pursuant 
to that Rule, we may dismiss the application as abandoned, we have 
determined to review the record made before the NASD in view of 
his request in a letter that the penalty be reduced because he would 
otherwise lose the main source of his livelihood. 

The record supports the NASD’s findings that applicant improp- 
erly endorsed checks of the member payable to two customers, used the 
proceeds for his own purposes, and effected an unauthorized transac- 
tion in a customer’s account. In October 1969 applicant received two 
checks from the member’s cashier payable to applicant’s customers in 
the amounts of $662.60 and $100, respectively. Instead of delivering 
the checks to the customers, applicant forged the customer’s name on 
one of the checks and endorsed the other with only his own name. 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 18 prohibits any transaction in a 
security effected by means of any fraudulent device. Section 19 prohibits the improper use 
of a customer’s funds. 

2The extended period expired about July 20, 1972. Almost two months later, applicant 
advised our Secretary that “a new answer will be filed as soon as possible.” However, no 
such document has been received to date. 


45 S.E.C.—34——9847 


246-829 0 - 79 - 9 
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cashed them, and used the proceeds for his own purposes. During the 
same month, applicant placed a purchase order amounting to over 
$1,500 for a customer without the customer’s permission. The member, 
upon learning of these infractions, terminated applicant’s employ- 
ment, reimbursed the two customers whose funds had been misappro- 
priated, and cancelled the purchase. The NASD properly rejected ap- 
plicant’s unsupported assertion that the customers authorized his 
actions, 

It is clear, and we conclude, that applicant violated the designated 
Rules of Fair Practice and that his conduct was inconsistent with just 
and equitable principles of trade. We further conclude that, in view of 
the serious nature of applicant’s violations, the bar from association 
with any member, imposed by the NASD, is not excessive or oppressive 
having due regard to the public interest. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Casey and Commissioners Owens, 
Hertone and Loomis). 





IN THE MATTER OF 
THE APPLICATION OF 
EXECUTIVE SECURITIES CORPORATION ET AL.* 
File No. 3-3217. Promulgated November 21, 1972 
Securities Exchange Act of 1934—Sections 15A(g) and (h) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violation of Rules of Fair Practice 


Where member of registered securities association and registered principals 
sold member's own securities pursuant to registration statement without use of 
underwriter, disciplinary action taken by association based on violation of its 
rules of fair practice as interpreted in its statement of policy then in effect with 
respect to “Review of Underwriting Arrangements,” set aside, the Commission 
finding that statement of policy did not prohibit members from offering own 
securities without use of underwriter. 


APPEARANCES: 


Hugo L. Black, Jr., of Kelly, Black, Black & Kenny, for Executive 
Securities Corp., Henry H. Winkler, Jr., Joseph A. Lugo, Jr. and El- 
liot I. Eiseman. 

Lloyd J. Derrickson and Frank J. Wilson, for the National Associa- 
tion of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Executive Securities Corp., a member of the National Association of 
Securities Dealers, Inc. (“NASD”), and Henry H. Winkler, Jr., 
Joseph A. Lugo, Jr., and Elliot I. Eiseman, operating heads and regis- 
tered principals of the member, filed an application for review, pur- 
suant to Section 15A(g) of the Securities Exchange Act of 1934 (“Ex- 
change Act”), of disciplinary action taken against them by the NASD. 

The NASD found that applicants violated Section 1 of Article III 
of the NASD’s Rules of Fair Practice (“Rule”), as interpreted in its 
statement of policy then in effect with respect to the “Review of Under- 
writing Arrangements,” in that in January 1968 they offered and sold 
to the public, pursuant to a registration statement filed with us under 


*Henry H. Winkler, Jr.; Joseph A. Lugo, Jr.; Elliot I. Eiseman; National 
Association of Securities Dealers, Inc. 


45 S.E.C.—34——9861 
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the Securities Act of 1933, 100,000 shares of common stock of the mem- 
ber at $3 per share without the use of an underwriter.t The NASD’s 
Board of Governors, which reviewed the decision of the District Busi- 
ness Conduct Committee on its own motion, increased the sanctions im- 
posed by the District Committee from censure of applicants and costs 
of $735 jointly and severally to a censure of applicants, a fine of $1,000 
upon each of them, a suspension of the member from membership and 
the principals from association with any member for one day, and costs 
in the same amount. Applicants and the NASD filed briefs, our Divi- 
sion of Enforcement filed a statement in support of the disciplinary 
action taken by the NASD, and we heard oral argument. Our findings 
are based upon a review of the record made before the NASD. 

The NASD concluded that the member’s “underwriting” of its own 
securities constituted an unfair and unreasonable underwriting ar- 
rangement in that it lacked the element of arm’s-length bargaining 
between an issuer and an underwriter necessary in the determination 
of a fair offering price. Applicants contend that they did not violate 
the Rule as interpreted in the NASD’s statement of policy and that 
its action should be set aside. We agree. The member was an issuer, 
not an underwriter. There was no underwriting arrangement here be- 
cause the member did not propose to use an underwriter. The NASD 
has been confronted in this connection with two distinct problems; 
first, the fairness and reasonableness of the underwriting arrangements 
under which its members participated in distributions for issuers other 
than the member in question; and second, the question of whether, 
and upon what terms, a member could distribute its own securities to 
the public. It was the first problem that initially concerned the NASD 
and gave rise to its statement of policy with respect to the review of 
corporate financing. The Commission’s files indicate that while NASD 
members had on occasion distributed their own securities to the public 
on a small scale, it was not until the applicable statement of policy 
was revised, two years after the instant offering, that the NASD pro- 
hibited a member from offering its own securities without an under- 
writer. 


1The Rule requires the observance of high standards of commercial honor and just and 
equitable principles of trade. The statement of policy, which appeared in the NASD Manual 
and was keyed to the Rule and which did not specifically refer to so-called “‘self-underwrit- 
ings’’ by members, stated that the NASD’s Committee on Underwriting Arrangements 
reviewed “offerings of unseasoned companies, the sole test being whether or not. taking 
into account all elements of compensation and all of the surrounding circumstances, the 
[underwriting] arrangements as a whole appear unfair and unreasonable in each case.” 
Members “acting as managing underwriters’’ were required to file with the NASD a copy 
of the registration statement filed with us under the Securities Act and supplementary 
information as to the offering price and underwriting discount. 

2In March 1970, the NASD announced its revised statement of policy to prohibit offerings 
of a member’s own securities without an underwriter. We note that while the NASD com- 
plaint against applicants was issued in August 1968, the hearing before the NASD District 
Committee was held and its decision was issued after the March 1970 revision. Thereafter, 
effective March 30, 1972, the NASD By-Laws were amended (Schedule E to Section 2(c) 
of Article IV) to permit members to distribute their own securities under certain conditions. 
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The NASD, in citing the lack of the independency it considered 
necessary in determining a fair offering price, noted that under the 
terms of the offering the purchasers of the 100,000 shares at the $3 
offering price would acquire only a 1% interest in the member for 
$300,000 compared to the % interest acquired by the individual ap- 
plicants, three weeks prior to the filing of the registration statement, 
through their purchase of 200,000 shares for $100,000 or 50¢ per 
share.* However, a charge in the complaint that the offering arrange- 
ments were unfair and unreasonable based on the comparison between 
the 50¢ per share paid by the individual applicants and the $3 offer- 
ing price was dismissed by the NASD without any explanation. 

The NASD asserts that the Rule is broad enough to be construed 
to proscribe a “self-underwriting” by a member without the necessity 
of a specific prohibition, that its established policy at that time was 
to consider such conduct improper under the Rule, and that its subse- 
quent revision of the stateinent of policy to prohibit “self-underwrit- 
ings” merely expressed a pre-existing prohibition embodied in the 
Rule. However, whatever the NASD’s interpretation of the applic- 
able statement of policy with respect to “self-underwritings” by mem- 
bers may have been, this is the first case before us involving that in- 
terpretation,‘ and we are not bound by it.> Moreover, the NASD, by 
relying on its statement of policy in charging a violation of the Rule, 
carved out a particular aspect of the Rule as the basis for its com- 
plaint and decision, and our review pursuant to Section 15A(h) (1) 
of the Exchange Act must be limited to such violations as were found 
by the NASD. 

Under the circumstances, we are constrained to hold that a state- 
ment of policy which expressly relates to the review of underwriting 
arrangements between an issuer and an underwriter who is an NASD 
member cannot properly be transformed into a per se prohibtion of of- 
ferings by a member of its own securities without an underwriter. 

Accordingly, IT IS ORDERED that the sanctions imposed and 
costs assessed by the National Association of Securities Dealers, Inc. 
upon Executive Securities Corp., Henry H. Winkler, Jr., Joseph A. 
Lugo, Jr. and Elliot I. Eiseman be, and they hereby are, set aside. 

By the Commission (Chairman Casey and Commissioners HERLONG 
and Loomis) , Commissioner Owens dissenting. 

Commissioner Owens, dissenting: 

I would affirm the NASD’s decision. The gist of its holding is that 
the offering price may be unfair in the absence of an independent un- 

3A supplement to the registration statement recited that in February 1968, the member 
privately sold an additional 100,000 shares at $5 per share. In 1969, the member privately 
sold 25,000 shares at $40 per share. 

4 The NASD states that in a number of proposed ‘‘self-underwritings” previously reviewed 
by its Committee on Underwriting Arrangements, the member thereafter obtained an 


underwriter. 
5 Cf. National Association of Securities Dealers, Inc., 44 S.E.C. 896, 900 (1972). 
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derwriter to negotiate such price with the member who, in selling its 
own securities to customers, is subject to an inherent conflict of inter- 
est. While such negotiations will not necessarily result in a fair offer- 
ing price, without an underwriter its amount remains solely in the 
selection and control of the member, and its customers are denied a 
necessary safeguard. In my view the NASD could reasonably hold 
under its statement of policy that the absence of an underwriting ar- 
rangement where the member is the issuer defeats the salutary objec- 
tive of arm’s-length bargaining with respect to the offering price. 
Prior to the 1970 revision of the statement of policy, the NASD con- 
sidered a member’s “underwriting” of its own securities unfair and un- 
reasonable, and the Committee on Underwriting Arrangements noti- 
fied the member that its offering arrangements appeared to be 
improper under the circumstances. Thus, the specific inclusion of the 
prohibition in 1970 represented merely a written expression of an 
existing requirement. For the above reasons, I would not disturb the 
NASD’s conclusion that applicants’ failure to secure an underwriter 
with whom it could engage in arm’s-length bargaining with respect to 
the offering price constituted a violation of the Rule as interpreted by 
the NASD’s statement of policy. 





IN THE MATTER OF 
LIFE INSURANCE INVESTORS, INC. ET AL.* 


File No. 3-3972. Promulgated November 22, 1972 


Investment Company Act of 1940 


MEMORANDUM OPINION AND ORDER 


Life Insurance Investors, Inc. (“Fund”), an open-end, diversified 
investment company registered under the Investment Company Act 
of 1940 (“Act”), and Old Line Life Insurance Company of America 
(“Old Line”) have filed an application pursuant to Section 17(b) of 
the Act for an order exempting from the provisions of Section 17 (a) 
of the Act certain transactions incident to the proposed merger of 
Old Line and NOL Life Insurance Company of America (“NOL”), a 
wholly-owned subsidiary of USLIFE Corporation (“USLIFE”), 
through the conversion of all of the outstanding capital stock of Old 
Line into common stock of USLIFE. In addition, Fund, J. C. Brad- 
ford & Co., Bradford Foundation, J. C. Bradford (“Bradford, Sr.”), 
James C. Bradford, (“Bradford, Jr.”), Raymond T. Smith, George W. 
Wells, Einer Nielson, Melville M. Barnes, Clarance W. Haley, David 
Steine, Charles H. Robinson, Eleanor Bradford, Norris Nielson, Mary 
T. Smith, John Steele, Herman H. Perry, Allen T. Sullivan, Harold 
Robinson, James Kiger, Arthur Malone, W. M. Baird, James H. Pat- 
ton, and Ralph Bornheim (sometimes hereinafter referred to as “Par- 
ticipants”) have filed an application pursuant to Section 17(d) and 
Rule 17d-1 thereunder for an order permitting the Participants to 
participate in the proposed merger. Under the terms of the proposed 
merger, Forrest D. Guynn, president of Old Line, will enter into a 
written agreement with USLIFE providing for his employment for 5 
years, as a full time executive until his retirement and thereafter as a 


* J. C. Bradford & Co.; Bradford Foundation; J. C. Bradford; James C. Brad- 
ford, Jr.; Raymond T. Smith; George W. Wells; Einer Nielsen; Melville M. 
Barnes; Clarence W. Haley ; David Steine; Charles H. Robinson; Eleanor Brad- 
ford; Norris Nielsen; Mary T. Smart; John Steele; Herman H. Perry; Allen T. 
Sullivan; Harold Robinson; James Kiger; Arthur Malone; W. M. Baird; James 
H. Patton and Ralph Bornheim; and Old Line Life Insurance Company of 
America. 


45 S.E.C.—40——7523 
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consultant with compensation during the entire period at the rate of 
his present salary of about $50,000 a year. The proposed merger terms 
also provide that Franklin P. Graff and Charles S. Lewis, vice-presi- 
dents of Old Line, will each enter into an agreement with USLIFE 
for his employment for five years at not less than his present salary of 
about $29,000 and $28,500 a year, respectively. 

Fund owns 104,510 shares or 8.06% of Old Line’s common stock. 
Therefore, Old Line is an affiliated person of Fund as defined in Sec- 
tion 2(a) (3) of the Act. 

Four of the Participants, Bradford, Sr., Bradford, Jr., Smith and 
Wells are members of Fund’s board of directors which consists of five 
members; six of the other Participants, Einer Nielsen, Eleanor Brad- 
ford, Barnes, Haley, Steine and Charles H. Robinson, are partners of 
Bradford, Sr. and Bradford, Jr. in the investment banking firm of 
J. C. Bradford & Co. (“Bradford & Co.”) ; the remaining eleven in- 
dividual Participants, Norris Nielson, Smart, Steele, Perry, Sul- 
livan, Harold Robinson, Kiger, Malone, Baird, Patton and Bornheim, 
are employees of Bradford & Co. As stated above, Guynn, Graff and 
Lewis are officers of Old Line. As a result of their described relation- 
ships, Bradford, Sr., Bradford, Jr., Smith and Wells are each an af- 
filiated person of Fund as defined in Section 2(a) (3), and cach of 
the other individual Participants is an affiliated person of an affiliated 
person, Bradford, Sr. and Bradford, Jr.) of Fund, and Guynn, Graff 
and Lewis are each an affiliated persen of an affiliated person (Old 
Line) of Fund. 

Bradford Foundation owns 19% of the outstanding common stock 
of Life Stock Research Corp. (“Adviser”), the investment adviser to 
Fund. The remaining 81% of Adviser’s outstanding common stock is 
owned by J. C. Bradford & Co., Incorporated, all of whose outstanding 
common stock is owned, in turn, by Bradford & Co. Accordingly, Ad- 
viser is an affiliated person of Fund and Bradford Foundation and 
Bradford & Co. are each an affiliated person of an affiliated person 
(Adviser) of Fund. 

The number of shares of Old Line stock which the application shows 
is owned by Fund and its affiliated Participants mentioned herein- 
above is set forth in the following table: 
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Number of Old Line Percent of 1,296,000 
Shares Owned shares of Old Line stock 
outstanding 





104, 510 8. 06 


Affiliates of Fund: 
Directors of Fund (Board of Five): 
J. C. Bradford ! 


Partners In Bradford & Co.:? 
E. Bradford 
E. Nielsen 
C. H. Robinson 
M. M. Barnes , 
Pr Wetmtaley se ee Sr er 
D. Steine 





Employees of Bradford & Co.: 
PE CIRICUAND see sate oe oa oe 
Ms hs OW Bete oe ok ea 
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Total Holdings of Affiliates of 


1 Partner in Bradford & Co. 
2 J. C. Bradford and J. C. Bradford, Jr. are partners in Bradford & Co. 
8 Excludes 6,052 shares said to be held for daughter. 
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On September 8, 1972, Bradford & Ce., which makes a primary mar- 
ket in the stock of Old Line, did not hold any stock of Old Line in its 
investment account but held 5,538 shares of such stock in its trading 
account as well as 29,301 shares in its own name for the accounts of 
its customers, other than those mentioned in the preceding table. 

The Commission on October 25, 1972, issued a notice of filing of the 
application which, among other things, gave interested persons an op- 
portunity to request a hearing (Investment Company Act Release No. 
7456). No request for a hearing has been filed. 

Old Line is a life insurance company which was incorporated in 
Wisconsin in 1910. While Old Line is authorized to do business in all 
the states and the District of Columbia with the exception of New York 
and Connecticut, its business is heavily concentrated in Wisconsin and 
California. It offers individual and group life insurance, individual 
annuity and accident and health insurance policies. The net revenues 
and net income of Old Line as reported for the year ended December 
31, 1971, were $24,526,331 and $2,417,111, respectively. 

USLIFE is a New York business corporation organized in 1966 for 
the purpose of serving as a holding company. Since its organization, 
USLIFE has acquired subsidiaries through which it now engages in a 
variety of financial activities, including life and accident and health 
insurance, title insurance, consumer finance, savings and loan, mutual 
fund management and sales and investment management. The con- 
solidated total income and net income of USLIFE for the year ended 
December 31, 1971, including the life and title insurance subsidiaries 
on a statutory reporting basis were $246,135,492 and $21,270,423, re- 
spectively. The consolidated total income and net income of the life 
insurance subsidaries included in the foregoing amounts were $183,- 
271,211 and $14,908,340, respectively. 

At December 31, 1971, Old Line had outstanding 1,296,000 shares of 
common stock. The stock of Old Line is traded in the over-the-counter 
market. At December 31, 1971, USLIFE had outstanding 104,344 
shares of $4.50 Series A Convertible Preferred Stock, 112,090 shares 
of $5 Series B Convertible Preferred Stock and 7,774,073 shares of 
common stock, which common stock is listed on the New York, Mid- 
west and Pacific Coast Stock Exchanges. 

Under the terms of the proposed merger, NOL will be merged into 
Old Line, which will be the surviving company. For each share of Old 
Line common stock the holder will receive .808 shares of USLIFE 
common stock; and USLIFE’s holding of all of the outstanding com- 
mon stock of NOL will be converted into 1,296,000 shares of capital 
stock of Old Line. Thus, if the proposed merger is consummated, Old 


1This number of shares includes 216,000 Old Line shares issued in connection with a 
subsequent 20% stock dividend. 
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Line will be a wholly-owned subsidiary of USLIFE, which will issue 
a maximum of 1,047,168 shares of its common stock. Giving effect to 
the issuance of the maximum number of shares in the event the merger 
is consummated, USLIFE would have outstanding at December 31, 
1971, 8,821,241 shares of common stock. 

As noted above, Old Line is an affiliated person of Fund. Section 
17(a) of the Act, in pertinent part, makes it unlawful for an affiliated 
person of a registered investment company to purchase securities from 
or sell securities to such registered company. Section 17(b) provides 
for the granting of an exemption from such prohibition if evidence 
establishes that the terms of the proposed transaction, including the 
consideration to be paid or received, are reasonable and fair and do not 
involve overreaching on the part of any person concerned and are con- 
sistent with the investment policies of the registered investment com- 
pany and the general purposes of the Act. To the extent that the pro- 
posed merger involves the purchase and sale of securities as between 
Fund and its affiliate Old Line, it must meet the requirements of Sec- 
tion 17(b). 

Section 17(d) of the Act and Rule 17d-1 thereunder, taken together 
provide as here pertinent, that it shall be unlawful for an affiliated 
person of a registered investment company or an affiliated person of 
such person, acting as principal, to participate in or effect any trans- 
action in connection with any joint enterprise or arrangement in 
which any such registered investment company is a participant unless 
an application regarding such enterprise or arrangement has been 
filed with the Commission and granted by an order of the Commis- 
sion; and that in passing upon such application the Commission shall 
consider whether the participation of such registered investment com- 
pany is consistent with the provisions, policies and purposes of the Act 
and the extent to which such participation is on a basis different from 
or less advantageous than that of other participants. Each of the Par- 
ticipants intends to vote its shares of Old Line stock in favor of the 
merger and to receive common stock of USLIFE in exchange for its 
shares of Old Line. Thus, the Participants and Fund will be carrying 
out a joint arrangement within the meaning of Section 17(d) and 
Rule 17d-1 to acquire USLIFE stock and to have Guynn, Graff and 
Lewis enter into the contracts described above. Section 17(d) and the 
rule are therefore applicable and require that an application regard- 
ing the entire joint arrangement be filed with and granted by us prior 
to the taking of any action. 

It appears that in previously acquiring shares of Old Line stock 
Participants and other affiliates of Fund who are not parties to this 
proceeding may have violated the provisions of Section 17(d) of the 
Act and Rule 17d-1 thereunder and that certain of the previous acqui- 
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sitions may also have been made in contravention of Section 10(b) of 
the Securities Exchange Act of 1934 (“Exchange Act”) and Rule 
10b-5 thereunder. During 1961 the Fund and a number of affiliates of 
Fund, including nine individuals: Bradford, Sr., Bradford, Jr., Einar 
Nielsen, David Steine, Sullivan, Barnes, Smith, Wells and Charles H. 
Robinson, purchased shares of Old Line. These individuals consum- 
mated such acquisitions without prior application for and receipt of 
appropriate orders of the Commission pursuant to Section 17(d) and 
the rule. Subsequently in 1965 the Commission had occasion to refer 
to such transaction in its findings and order issued in connection with 
an application under Section 17(d) and the rule with respect to a pro- 
posal of the Fund and the individual purchasers to dispose of such 
Old Line stock.? The Commission noted that Fund “was given the op- 
portunity to purchase as much of the shares as it wished.” The Com- 
mission also noted that “The purchases of Old Line were made at the 
same time from the same sellers and at the same average cost.” Of the 
108,599 shares of Old Line stock held by the Participants other than 
Fund 97,159 shares are owned by the nine individuals who participated 
in the 1961 acquisitions. 

The Commission’s findings and order issued in 1965, among other 
things, authorized Fund to acquire additional shares of Old Line, but 
similar authority was not given to the affiliates of Fund. Nevertheless, 
11,440 shares of Old Line stock now held by affiliate-Participants ap- 
pear to have been acquired by them without prior application for and 
receipt of Commission order under Section 17(d) and the rule.’ 

With respect to Old Line shares acquired in possible violation of 
Section 10(b) of the Exchange Act and Rule 10b-5 thereunder, the 
Commission on November 10, 1972, commenced a legal action in the 
United States District Court for the Southern District of New York 
against Bradford, Sr., Bradford, Jr., Bradford & Co., Adviser, and 
J.C. Bradford & Co., Incorporated, which owns 81% of the outstand- 
ing stock of Adviser. Briefly stated, the Commission’s complaint al- 
leges that in April 1972 the defendants violated Section 10(b) of the 
Exchange Act and Rule 10b-5 thereunder in connection with certain 
purchases totaling 10,350 shares of Old Line stock while having knowl- 
edge of material nonpublic information concerning negotiations with 
respect to the proposed merger and failing to disclose such information 
to the sellers of Old Line stock.* Such complaint seeks a preliminary 
and permanent injunction and an order directing the defendants to 
disgorge all profits. One of the Participants who acquired 2,400 Old 
Line shares in alleged violation of these provisions still holds such 


3 Life Insurance Investors, Inc., 42 S.E.C. 702 (1965). 

3 The number of shares as stated reflect stock dividends or splits. 

“The number of shares as stated reflect a stock dividend which occurred subsequent to 
April, 1972. 
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shares. Bradford, Jr. and Adviser, who acquired 1,470 and 6,480 shares 
of Old Line stock, respectfully, in alleged violation of these provisions 
have disposed of such shares. 

It is conceivable that other acquisitions of Old Line shares have been 
made which may raise questions under Section 17(d) and Section 
10(b) and the rules. 

Considering first the proposed exchange ratio of .808 share of 
USLIFE stock for each share of Old Line stock, we find that it falls 
within the permissible range of fairness, taking into account all per- 
tinent factors including the assets and capital structures of the respec- 
tive companies, their earnings history and trends, dividends, the char- 
acter, attendant risks and prospects of their businesses, and the market 
prices of their securities. 

In view of the questions that have been raised as to whether certain 
of the earlier acquisitions of Old Line stock were made in contraven- 
tion of provisions of the federal securities laws, we note that a plan 
which would accord to holders of shares acquired improperly equal 
participation in the proposed merger and also relieve them of account- 
ability for any violations, could not meet the standards of Sections 
17(b) and 17(d) of the Act and the rule thereunder. However, separate 
action to achieve such accountability is available to and can be pursued 
by the Commission and any other interested persons. With reference to 
the aforementioned legal action already commenced by the Commis- 
sion alleging violations of Section 10(b) of the Exchange Act and 
Rule 10b-5 thereunder, the Commission has been informed by defend- 
ants’ counsel that an escrow account will be established pursuant to 
an agreement providing that Bradford, Sr., Bradford, Jr., and Ad- 
viser will deposit sums of $27,850, $13,475, and $65,875, respectively, 
subject to the determination in such action as to how these sums and 
any income thereon during the term of the agreement should be dis- 
tributed. The amounts specified reflect the differences between the 
value as of June 29, 1972 of the number of shares of Old Line stock 
purchased or caused to be purchased by these defendants as set forth 
in the Commission’s complaint plus shares issued pursuant to a 20% 
stock dividend thereon and the prices at which they acquired such 
stock in April of 1972. 

Under these circumstances and considering the totality of the stock- 
holder interests which are affected by the proposed merger, we do not 
view the issues with respect to prior acquisitions by some of the Old 
Line stockholders sufficient to require denial of the application. We 
do not think that it would be appropriate to deprive the other share- 
holders of Old Line and the shareholders of USLIFE of the oppor- 
tunity for the merger because of the existence of those separately 
remediable issues. 
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The application does not request that the Commission pass upon 
these or any other previous acquisitions or dispositions of Old Line 
stock by any of the Participants or any other affiliate of Fund or by 
any other person. As indicated in our notice of this proceeding, we 
need not pass upon any question relating to previous acquisitions or 
dispositions of Old Line stock in considering the proposal before us 
except insofar as they may affect the statutory determinations required 
to be made in connection with the application. The Commission be- 
lieves that such matters are separable from the pending proposal and, 
under the circumstances of this case, that any rights arising from them 
can be best asserted independently of this proceeding. 

The Commission concludes that the participation of Fund in the 
proposed transactions is consistent with the provisions, policies, and 
purposes of the Act and is not on a basis less advantageous than that 
of any other Participants, The Commission further finds that the 
terms of the proposed transactions are reasonable and fair and do not 
involve overreaching on the part of any person concerned and are 
consistent with the investment policies of Fund and the general pur- 
poses of the Act. The Commission is not passing upon any matter re- 
lating to or arising out of an acquisition or disposition or any sale or 
purchase prior to the date of this order of Old Line stock by any of 
the Participants or any other affiliated person of Fund or any affiliated 
person of such a person or by any other person. Therefore, this order 
will not prejudice any rights which the Commission or any other 
person may have based upon any such previous transactions in the 
stock of Old Line. 

IT IS ORDERED, subject to the reservations noted above and 
effective forthwith, pursuant to Section 17(b) of the Act, that the 
proposed transactions as set forth in the application be, and they 
hereby are, exempted from the provisions of Section 17(a) of the Act; 
and that, pursuant to Section 17(d) of the Act and Rule 17d-1 there- 
under, said application with respect to the proposed transactions be, 
and it hereby is, granted. 

By the Commission. 





IN THE MATTER OF 
THE APPLICATION OF 
SAUL H. CUTTER 
DOING BUSINESS AS 
CUTTER & COMPANY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3176. Promulgated November 24, 1972 


Securities Exchange Act of 1934—Section 15A(g) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violation of Rules of Fair Practice 


In proceedings for review of disciplinary action taken by registered securities 
association, its findings that member failed to comply with association’s requests 
to submit or permit inspection of certain financial records sustained, and its 
order expelling member and barring him from association with any member 
affirmed. 


APPEARANCES: 


Sumner H. Woodrow, for applicant. 
Lloyd J. Derrickson, Frank J. Wilson and John F. Mylod, Jr., for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Saul H. Cutter, doing business as Cutter & Company, a member of 
the National Association of Securities Dealers, Inc. (“NASD”), filed 
an application, pursuant to Section 15A (g) of the Securities Exchange 
Act of 1934, for review of disciplinary action taken against him by the 
NASD. The NASD found that applicant violated Section 1 of Article 
III of its Rules of Fair Practice in that, in contravention of Section 5 
of Article IV of those Rules? he failed to comply with its requests 
for March and April 1970 trial balances of all general ledger accounts 

1Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. 

2Section 5 of Article IV provides in pertinent part that with regard to any matter 
involved in any NASD investigation of a member, no member shall refuse to make any 


report required by the NASD or refuse to permit any inspection by the NASD of the 
member’s books, records and accounts. 


45 S.E.C.—34——9870 
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together with certain supporting schedules, and subsequently refused 
to permit inspection by NASD examiners of his financial statements 
and records. The NASD expelled applicant from membership, barred 
him from association with any NASD member, and assessed costs 
against him. Applicant and the NASD filed briefs with us. Our 
findings are based upon a review of the record made before the NASD. 

On April 23, 1970, the NASD having received information raising 
a question as to applicant’s financial condition, an NASD official orally 
requested him to furnish a copy of his March trial balance and net 
capital computation. On May 6, the requested material not having 
been received, the NASD official requested an explanation for the 
delay and was told that applicant did not want to furnish information 
that could be used against him in his pending civil action for assault 
against a customer who, according to applicant, had committed the 
assault after complaining to applicant about the delay in receiving 
payment for securities sold for the customer’s account. However, ap- 
plicant indicated that he would comply. When he nevertheless failed 
to submit the requested materials, a certified letter dated May 11 was 
sent to him formally requesting, pursuant to Section 5 of Article IV, 
the submission no later than May 15 of a March, as well as April, trial 
balance with supporting schedules. By letter dated May 12, applicant 
asked the NASD to hold its request in abeyance until determination 
of his court action because his previous court experience had shown 
that “any interest by a regulatory agency reflects in a negative manner 
against the broker-dealer.” An NASD official immediately informed 
applicant orally that his court action had no bearing on the NASD’s 
request and that compliance was mandatory, and applicant promised 
to produce the materials at his office the following morning. However, 
when NASD agents visited his office, applicant refused to produce 
them or provide copies, and, despite a telegram sent to him later in the 
day again directing his attention to Section 5 of Article IV, applicant 
failed to meet the May 15 deadline. The NASD complaint was filed 
threc days later. 

Applicant does not dispute that under Section 5 of Article IV the 
NASD had the right to require the submission of the requested ma- 
terials or to examine them at his office. Applicant stresses, however, 
that the NASD failed to adhere to the procedure specified in a resolu- 
tion adopted by its Board of Governors in connection with that Sec- 
tion. That resolution directs and authorizes the president of the NASD 
to notify a member who has not complied with a request for records 
that the continued failure to furnish them constitutes a ground for 
suspension, and, after 15 days’ notice in writing thereof and con- 
tinued non-compliance by the member, to suspend the member sum- 




















SAUL H. CUTTER, ET AL. 129 





marily.* Applicant further contends that he was denied due process 
because he was not afforded sufficient time to produce the requested 
materials after he received the first written request of May 11. 

There is no merit in these contentions. The NASD’s May 11 request 
did not purport to follow the summary suspension procedure specified 
in the Board of Governors’ resolution since among other things it made 
no reference to suspension. The NASD chose, instead, to permit ap- 
plicant to continue in membership while it filed a complaint charging 
a violation of Section 1 of Article III, which procedure afforded ap- 
plicant the right to evidentiary hearings and decisions based thereon. 
Since the NASD followed its normal procedure for dealing with an 
alleged violation of its Rules of Fair Practice, which is not precluded 
by the summary suspension procedure,‘ applicant is hardly in a posi- 
tion to complain that a procedure which could have resulted in an im- 
mediate suspension of his membership should have been followed. Re- 
garding the assertedly insufficient time allowed for compliance by the 
May 11 letter, applicant ignores the fact that the NASD’s initial oral 
request for records was made on April 23, and there is no requirement 
in Section 5 that such a request be in writing. Moreover, no delay in 
compliance was necessary in light of applicant’s testimony that the 
records requested by the NASD were in fact prepared and available. 
as they were required to be under its rules, and no delay was warranted 
by applicant’s pending assault action.5 

We conclude that applicant violated Section 1 of Article III and 

that his conduct was inconsistent with just and equitable principles 
of trade. 
_ With regard to the sanctions imposed, applicant does not specifically 
challenge his expulsion from membership but urges that a permanent 
bar from association with any member is too severe. He now asserts 
that he did not produce the requested records, which admittedly would 
have disclosed that he was in financial difficulty, because he believed 
that the NASD was being used by the defendant in the assault action 
for the purpose of collecting the money due the defendant for the 
securities sold for his account. However, there is no basis in the record 
to support applicant’s belief that the NASD was being used as a col- 
lection agency, particularly since applicant was not asked to furnish 
customer account information. 

Applicant further asserts that he is presently an insurance salesman 
whose employer also offers mutual fund plans, and that a bar would 
preclude him from selling such plans in the future. On the record 
before us, however, we find no justification for leniency. The re- 


3 NASD Manual, { 2205, pp. 2112-13. 
4 Rentz € Company, Inc., 43 S.E.C. 436, 442 (1967). 
5 See Boren € Co., 40 S.E.C. 217, 224-25 (1960). 
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peated requests made by the NASD, applicant’s failure to keep his 
promises to comply, and his flimsy excuses for non-compliance demon- 
strate a deliberate attempt to conceal applicant’s financial condition 
from a regulatory agency charged with the protection of investors. 
Having due regard to the public interest, we conclude that the expul- 
sion of applicant from NASD membership and the bar against his 
association with any other NASD member are not excessive or 
oppressive.® 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Casgy and Commissioners OWENS, 
Herwone and Loomis). 


® We note that on May 21, 1970, this Commission brought an injunctive action against 
applicant charging violations of our net capital rule and antifraud provisions of the 
Securities Exchange Act, and alleging that as of April 30 applicant had a net capital 
deficiency of $341,876 (Civil Action File No. 70-643-—G, D. Mass.). A receiver was appointed 
the next day, and a final injunction entered with applicant’s consent in December 1970. 
We further note that, late in May 1970, applicant consented to an adjudication in bank- 
ruptcy. 





IN THE MATTER OF 
THE APPLICATION OF 
WILLIAM E. COXE 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3385. Promulgated November 28, 1972 
Securities Exchange Act of 1934—Sections 15A(g) and 15A(h) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 
Violations of Rules of Fair Practice 
Unauthorized Transactions In Customer’s Account 
Credit Regulations 
Registered securities association’s findings of violations of its rules based on 
registered representative’s unauthorized purchases of securities in customer’s 
account followed in some instances by use of proceeds of sales of such securities 
to pay for their purchase in circumvention of applicable credit regulations, and 
Association's disciplinary action in censuring registered representative and bar- 
ring him from association with any member of Association, sustained, and review 
proceedings dismissed. 


APPEARANCES : 

Robert B. Harris, for applicant. 

Lloyd J. Derrickson, Frank J. Wilson and Dennis C. Hensley, for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by William E. Coxe (“applicant”), who at rel- 
evant times was a registered representative of a member of the Na- 
tional Association of Securities Dealers, Inc. (“NASD”), for review 
of disciplinary action taken against him by the NASD. 

The NASD District Business Conduct Committee, after a hearing, 
found that applicant, during the period January 4, 1968 through 
March 5, 1969, violated Sections 1, 18 and 19(f) of the NASD’s Rules 

9 3 
of Fair Practice, in that he caused transactions to be executed for 
1Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 18 prohibits a member or registered 
representative from effecting any transaction in or inducing the purchase or sale of any 
security by any manipulative, deceptive or fraudulent device. Section 19(f) prohibits any 
person associated with a member from sharing directly or indirectly in the profits or losses 


in any account of a customer unless such person obtains prior written authorization from 
the member carrying the account. 


45 S.E.C.—34—9875 
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himself in the account of the Commerce Union Bank (“Bank”), a cus- 
tomer of his employer; that such transactions were not authorized by 
the customer; that applicant’s beneficial interest in such transactions 
was not disclosed to his employer; and that such transactions involved 
a scheme to circumvent the cash account provisions of Regulation T 
promulgated by the Board of Governors of the Federal Reserve Sys- 
tem.2 The District Committee suspended applicant as a registered 
representative for a period of one year. On appeal by applicant to the 
NASD’s Board of Governors the Board, after additional hearings, 
affirmed the Committee’s findings and increased the penalty to a cen- 
sure and a permanent bar from association with any NASD member. 
Applicant has filed a statement in support of his application to us and 
the NASD has submitted a brief in opposition. Our findings are based 
upon an independent review of the record before the NASD. 

Section 15A(h) of the Act, which defines the nature of our review 
of disciplinary action by the NASD, provides that we must dismiss 
these review proceedings if we find that applicant engaged in the con- 
duct found by the NASD and that such conduct violated the desig- 
nated rules of the Association, unless we further find that the penalty 
imposed by the NASD is excessive or oppressive, having due regard to 
the public interest, and should be cancelled or reduced. 

The evidence contained in the record establishes that on 41 occasions 
applicant effected purchases for the account of the Bank, at an aggre- 
gate cost of $1,163,521, which the Bank subsequently asserted were not 
authorized by it. In 26 of those instances the securities so purchased 
were later sold by the Bank pursuant to instructions from applicant. 
The proceeds of such sales were in most instances utilized to pay for 
the purchases, with applicant realizing any resulting profit and reim- 
bursing the Bank for any resulting loss.* In the remaining 15 instances 
the Bank notified applicant’s employer that the purchases had not been 
authorized by it, and the employer took the securities involved into its 
adjustment account and eventually sold them for its own account at a 
loss.* 

Applicant does not dispute these facts. He asserts, however, that he 
did not initiate any of the transactions for his own benefit ; that when- 
ever he placed orders for the Bank’s account he did so in the belief 


2 Regulation T provides in pertinent part that a security other than an exempted security 
shall not be purchased for or sold to any customer in a special cash account unless funds 
sufficient to meet the purchase price are already in the account if any security has been 
purchased by the customer in such account during the preceding 90 days, and then 
sold in the account without having been previously paid for in full. 

%The securities in the 26 transactions were purchased at a total cost of $471,355.63 
and were sold pursuant to applicant’s instructions for a total of $447,729.61, with a net 
loss to applicant of $23,626.02. 

*A schedule prepared by the NASD investigator on the basis of his examination of the 
member’s books and records showed a loss to the firm of $152,683.26. 
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that the Bank had directed the purchases; that upon being notified 
by the Bank that it disclaimed the 26 purchases, he agreed to assume 
personal responsibility for such transactions; that he believed that 
either the Bank erred in rejecting the transactions or his employer had 
erred in the placement of the orders but that the confusion and lack 
of adequate records in his employer’s back office prevented him from 
determining which one had made the errors; and that he accepted re- 
sponsibility for the transactions in an effort to retain the Bank as an 
important customer of the firm even at a substantial personal loss. He 
also maintains that he had no arrangement or scheme to evade Regula- 
tion T by purchasing securities and selling them before he paid for 
them, and that he promptly caused the questioned transactions to be 
liquidated by having the securities sold without regard to profit or 
loss and merely to correct the errors. Applicant acknowledges that 
the asserted errors should have been reported as such to his employer, 
as was required by the employer’s Manual of Operations. 

The NASD rejected applicant’s contention that the transactions 
were errors and found that they were initiated by applicant for his 
own benefit and that in ordering the sale of securities in the Bank’s 
account before he paid for them he circumvented Regulation T. After 
a review of the record, we find no basis for disagreeing with the 
NASD’s conclusion. 

The number of transactions and the period of about 15 months 
during which they occurred, together with applicant’s initial willing- 
ness to accept personal responsibility for them rather than report them 
as errors, lead to the conclusion that he was utilizing the Bank’s ac- 
count to effect personal transactions which were concealed from his 
employer. Moreover, most of the purchase tickets for the transactions 
in question were personally handwritten by applicant, thus indicating 
the likelihood that he was familiar with the circumstances surrounding 
the orders and casting doubt on his contention that his assumption of 
responsibility for the transactions was prompted by confusion or lack 
of adequate record-keeping in the back office of his employer. 

As noted above, the record shows and applicant does not deny that 
in a number of the 26 transactions in which applicant directed the 
Bank: to sell securities, the proceeds of the sales of the securities were 
used to reimburse the Bank for the purchase of the securities, with 
applicant receiving any profit or reimbursing the Bank for any loss. 
The effect of the orders to sell in such instances was that applicant 
was able to sell securities which as found he purchased for his own 
benefit prior to paying for them. Had applicant effected these trans- 
actions in his own name directly with his employer or any other 
broker-dealer then, following the first instance in which he sold 
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securities prior to paying for them, the firm handling the transactions 
would under Regulation T have been prohibited for a period of ninety 
days from purchasing any additional securities in applicant’s account 
unless funds were in the account sufficient to meet the purchase price. 
Use of the Bank’s account constituted a device to circumvent this 
prohibition. 

Applicant objects to consideration by the NASD of certain penciled 
notations on his personal bank records which indicate he had a bene- 
ficial interest in certain of the transactions, asserting that he made 
these notations solely to aid the NASD investigation and not con- 
temporaneously with the transactions. We note, however, that the 
record contains evidence disclosing the time when the notations were 
made and thus that the NASD was aware that they were made sub- 
sequent to the period during which the transactions occurred, Further- 
more, the notations appear to have been made voluntarily by appli- 
cant and, to the extent that they indicate that he had a beneficial 
interest in the transactions, were properly considered as evidence of 
his intent at the time he initiated the transactions.® 

Applicant submitted in the proceedings before the NASD a report 
of the results of a polygraph examination which he took at the request 
of the insurer of his employer, which indicated that he gave truthful 
answers when he denied that he had initiated any of the purchases in 
the Bank’s account for his own benefit and when he stated that he had 
not knowingly or willfully violated any provisions of Regulation T in 
connection with transactions in the Bank’s account. We have con- 
sidered this report together with the other evidence in the record. We 
note, however, that the courts have generally rejected results of such 
tests when offered in evidence for the purpose of establishing guilt or 
innocence on the ground that the polygraph has not as yet obtained 
scientific acceptance as a reliable and accurate means of ascertaining 
truth or deception.® In view of the limited evidentiary value which we 
feel can properly be accorded to the results of such an examination, we 
find the polygraph results to be outweighed by the evidence support- 
ing the NASD’s findings. 

We conclude as did the NASD that applicant without authorization 
initiated transactions in a customer’s account as alleged in the NASD 

5 Coxe also objects to a statement contained in the NASD Committee’s findings to the 
effect that the scheme while producing some profits in its early stages soon resulted in 
large losses abetted by the declining prices for the securities chosen for speculation, 
pointing out that record discloses that he lost approximately $16,000 as a result of 
the first four transactions. While the record does not support the Committee's finding 
regarding early profitability, the fact that losses occurred from the outset does not aid 
applicant or impair the Committee's findings of the violations charged. 

* McCroskey v. United States, 339 F. 2d 895, 897 (C.A. 8, 1965) ; Bowen v. Eyman, 324 


F. Supp. 339 (D. Ariz., 1970) ; 29 Am Jur 2d § 831; but see United States v. Ridling, 
41 U.S. Law Week 2191, 350 F. Supp. 90 (E.D. Mich., 1972). 
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complaint and, by means of such transactions, engaged in a scheme to 
circumvent the provisions of Regulation T. We further find that this 
conduct constituted violations of Sections 1, 18 and 19(f) of Article 
III of the NASD’s rules and was inconsistent with just and equitable 
principles of trade. 

Applicant urges that the penalties are unduly harsh. He asserts that 
the customer was at all times protected from sustaining losses as a 
result of the transactions by applicant’s assumption of personal liabil- 
ity for a portion of the purchases and by his employer’s action in ac- 
cepting back the other disclaimed transactions. While it is true that 
there is no evidence that the customes, in this instance, sustained any 
loss, nevertheless applicant’s activities resulted in a substantial loss to 
his employer and constituted a threat to the financial well being of the 
firm and consequently to the investing public. The public interest ne- 
cessitates that broker-dealers be protected from this type of activity 
by their employees. Under all the circumstances we cannot find the 
penalties imposed by the NASD to be excessive or oppressive, having 
due regard for the public interest. 

Accordingly, IT IS ORDERED, that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Casey and Commissioners OwEns, 
Hertone and Loomis). 





IN THE MATTER OF 


THE APPLICATION OF 
GEORGE ALLEN TALIAFERRO 
GERALD OSTROW 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-3386. Promulgated November 27, 1972 


Securities Exchange Act of 1984—Sections 15A(g) and 15A (h) 


MEMORANDUM OPINION AND ORDER 


George Allen Taliaferro and Gerald Ostrow, registered principals 
of Union Western Securities Corporation, formerly a member of the 
National Association of Securities Dealers, Inc. (“NASD”), filed an 
application, pursuant to Section 15A(g) of the Securities Exchange 
Act of 1934, for review of disciplinary action taken against them by 
the NASD.* 

The sole violation charged and found by the NASD was that appli- 
cants had violated Section 1 of Article III of the NASD’s Rules of 
Fair Practice, which requires the maintenance of “high standards of 
commercial honor and just and equitable principles of trade,” in that 
the member firm, as of May 15, 1970, failed to comply with the provi- 
sions of our net capital rule,? and that applicants as officers of the firm 
were responsible for its financial condition. 

The record includes an NASD staff computation which shows that 
as of May 15, 1970, the firm had a net capital deficit of $27,203 and a net 
capital deficiency of $55,294. The record also shows, however, the 
following: As of April 30, 1970, the firm had a net capital position sub- 


1The NASD censured Taliaferro and Ostrow, fined them $1,000 each, suspended them 
from association with a member firm in any capacity for periods of nine and six months, 
respectively, barred them from such association in any principal, managerial or super- 
visory capacity, and assessed costs. The member firm, which was expelled from membership 
in the NASD, has not applied for review of that action. 

2Rule 15c3-1 under Section 15(c)(3) of the Act. The rule is intended to protect 
persons dealing with a broker-dealer, and a violation entails the effecting of securities 
transactions by a broker-dealer when his net capital is inadequate. Capital Securities Co., 
43 S.E.C. 758, 759 (1968) ; Paul F. Newton € Company, 45 S.E.C. 91 (1972). 


45 S.E.C.—34——9871 
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stantially in excess of the minimum required by our rule, Early in May, 
the firm’s cash position became critical, in part as a result of an unex- 
pected change of policy by the the firm’s bank with respect to the treat- 
ment of bank drafts. As a result of conferences with our staff, the firm 
began on May 6 to file with us daily net capital computations. Because 
of the firm’s illiquid position, applicants decided on May 11, in con- 
junction with the staff, that the firm should cease doing business and 
immediately directed its registered representatives not to take any 
further orders. Thereafter, with the approval of the staff, the firm con- 
tinued to liquidate securities in the firm’s inventory in an effort to 
improve its cash position. In addition, customers’ funds and securities 
were delivered out to them, and customers who wished to buy or sell 
stock were referred to another broker-dealer. In the period following 
the firm’s cessation of business on May 11, there was a sudden and sub- 
stantial decline in the market for some of the securities in the firm’s 
inventory. The daily net capital computations showed a net capital 
position in compliance with our rule, but after our staff on May 17 in- 
dicated that the market decline required the exclusion of certain in- 
ventory securities from net capital, a corrected net capital computation 
prepared as of May 15 reflecting such disallowance showed a deficiency. 
After efforts by the firm to raise net capital proved unsuccessful, it 
filed a petition under Chapter XI of the Bankrupty Act on May 27. 

Under all circumstances, particularly the fact that the firm, which 
was making daily reports to us, ceased doing business on May 11 and 
thereafter with the acquiescence of our staff only sought to liquidate 
its securities inventory, we cannot find that applicants as principals of 
the firm engaged in conduct inconsistent with just and equitable prin- 
ciples of trade meriting the imposition of disciplinary sanctions.* 

Accordingly, IT IS ORDERED that the sanctions imposed and the 
costs assessed by the National Association of Securities Dealers, Inc., 
with respect to George Allen Taliaferro and Gerald Ostrow be, and 
they hereby are, set aside. 

By the Commission (Chairman Casry and Commissioners Owens, 
Hertone and Loomis). 


8In justifying the sanctions imposed, the NASD stated that applicants must have been 
aware of deterioration in the firm’s financial condition for some months prior to its 
cessation of business and further stated that applicants had suspected the firm’s net 
capital was deficient before May 15. The capital was insufficient as of May 15, and we are 
unable to find from the record that any net capital deficiency existed prior to that date. 





IN THE MATTER OF 
THE APPLICATION OF 
EDWARD J. HOLLAND 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3518. Promulgated December 12, 1972 
Securities Exchange Act of 1984—Section 15A(g) and 15A(h) 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


Violations of Rules of Fair Practice 
Fraudulent Representations 


In proceedings for review of disciplinary action taken by registered 
securities association, its findings that registered representative, in vio- 
lation of its rules of fair practice, fraudulently represented to custo- 
mers in soliciting offer to buy registered security that shares were being 
offered as inducement to obtain new customers and that security would 
open on market at price much greater than offering price sustained, 
and its order censuring and fining representative affirmed. 


APPEARANCES: 

Edward J. Holland, pro se. 

Lloyd J. Derrickson, Frank J. Wilson, and Robert J. Waldow, for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Edward J. Holland, who was a registered 
representative of a member of the National Association of Securities 
Dealers, Inc. (“NASD”), for review of disciplinary action taken 
against him by the NASD. 

The NASD concluded that Holland violated Sections 1 and 18 of 
Article III of the NASD’s Rules of Fair Practice in that he made 
fraudulent representations to a customer in the sale of a security,’ and 
censured him, fined him $500, and assessed costs against him. Briefs 

1 Section 1 of Article III requires the observance of high standards of commercial honor 


and just and equitable principles of trade. Section 18 prohibits any transaction in a security 
effected by means of any deceptive or other fraudulent device. 


45 S.E.C_.—34——-9900 
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were filed with us by Holland and the NASD. Our findings are based 
upon a review of the record made before the NASD. 

The NASD found that Holland, in soliciting the customer over the 
telephone to purchase registered shares of common stock of Golden 
Pacific Airlines, Inc., being distributed by the member as managing 
underwriter, represented that the shares were being offered to her as 
an inducement to obtain new customers, and that the stock would open 
on the market the following day at a price much greater than the 
offering price. 

Golden Pacific was incorporated in California in April 1968 to oper- 
ate as an intrastate passenger air carrier. In January 1969 it filed a 
registration statement with the Commission with respect to a proposed 
public offering of 375,000 shares of common stock at $6 per share. The 
prospectus labeled the shares as involving a “high degree of risk” 
and cited the management’s lack of experience in airline operations 
and the competition to which the issuer would be subject. 

In April 1969, Holland sent a copy of the preliminary prospectus as 
amended, dated April 9, to the customer, who did not have an account 
with the member, and he telephoned her concerning the stock about 
April 17, in the evening. The customer testified that she informed Hol- 
land she had discarded the prospectus and he asked her to look for it 
and stated he would call her later that evening because the stock would 
go on the market the following morning and if she wanted it she would 
have to give him an order that night. She found the prospectus and 
“glanced” through it, and Holland called her several hours later. Ac- 
cording to the customer, Holland described the stock as a “plum” that 
was being offered as an inducement to obtain new customers and that 
she could immediately sell it the next day at a substantial profit. She 
further testified that she told Holland that she wished to discuss the 
stock with her husband, who was out of town, but Holland said it would 
then be too late as the issue would be sold out, and that when she 
questioned Holland concerning the high-risk statement in the prospec- 
tus, he said such a statement was required by the Commission with re- 
spect to all new issues. The customer thereupon ordered 100 shares. 

The market in the stock did not open until April 22, when the regis- 
tration statement as amended was declared effective, with bids in the 
national quotation sheets ranging from 5 to 6 initially and steadily 
declining thereafter. The customer received a confirmation of the sale, 
along with a copy of the final prospectus, on April 23, and she paid for 
the stock with a check dated the same day. 

Holland’s principal contention is that the record as a whole estab- 
lishes that no credence can be given to the customer’s testimony con- 
cerning the representations allegedly made by him and found by the 
NASD but which he denies having made. On the other hand, the 
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members of the District Committee, whose findings were affirmed by 
the Board of Governors, believed it “difficult to conceive” that the 
customer, “without suggestion” from Holland, manufactured the re- 
presentation that the new issue was being used as an inducement to 
obtain new customers. The Committee considered the facts that a new 
account contest was being conducted at that time by the member,’ and 
that the customer had not previously effected a transaction with the 
member or purchased shares of a new issue. Similarly, the NASD was 
convinced that Holland had represented the stock as a hot issue because 
such a representation would be consistent with the representation that 
he was selling the new issue as an inducement to obtain new customers 
and because, as Holland testified, he considered that he was in fact 
selling “a very hot new issue” and by the following morning had sold 
his entire allotment of 1500 shares and could have sold at least 500 
additional shares. We shall examine Holland’s specific contentions 
with respect to the customer’s credibility to the extent we consider 
them material and relevant. 

Holland suggests that no credence should be given the customer’s 
testimony concerning his representations to her because of the fact 
that she did not attempt to cancel the transaction when he informed 
her, on the day following her order, that the market in the stock had 
not opened and paid for the stock about a week later, after it had 
cpened at a price which did not reflect any premium. The customer 
testified, however, that she expressed her concern as to the market’s 
failure to open on the promised date and to reflect any rise above 
the offering price, but that upon receipt of the confirmation she was 
unaware there was any alternative to payment and considered herself 
obligated to pay.® 

Holland also cites his supervisor’s testimony that he overheard 
some of Holland’s telephone conversations with customers concern- 
ing the Golden Pacific stock and that Holland made no sales repre- 
sentations and in a couple of instances would not talk to the customer 


2 Holland asserts that the purpose of the new account contest was to secure large new 
accounts and that if he were trying to use the transaction in question in the contest he 
would not have sold the customer only $600 worth of the offering. However, the record 
does not contain supporting evidence with respect to the size of the new accounts which 
would qualify under the rules of the contest. Moreover, Holland would not have known 
when he solicited the customer’s order that she would purchase only 100 shares, 

3 Holland further asserted that the customer’s husband, by virtue of his occupation as 
a government auditor of defense contracts and his experience in securities, was sophisti- 
cated in business matters and that, while he may have been out of town at the time his 
wife ordered the stock, he had returned when she paid for it. However, it is not clear 
whether the husband had returned home before the payment. He testified that he was 
unaware of the purchase until after payment was made and that, even if he had been 
aware of it, he would not have considered non-payment permissible. Moreover, his experi- 
ence in the securities market appears to have been moderate, and we do not believe that 
his occupation would necessarily indicate that, had he known of the purchase, he would 
have refused to pay for it. 
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until the latter had read the prospectus. We are here concerned, how- 
ever, only with the alleged representations made to a particular cus- 
tomer, and we note that any such representations were made in the 
evening when the supervisor was not present. Moreover, while Holland 
asserts that he made “virtually no sales presentation” in offering the 
stock, he admitted telling the customer that “we were getting a great 
demand for the stock,” * and while he testified he did not remember 
using the term “hot issue,” he also testified that he did not remember 
not using it. 

Holland additionally suggested that the customer and her husband, 
in order to obtain a favorable decision, deliberately deceived the 
NASD by claiming before the District Committee that the stock 
was ordered on April 21 instead of during the previous week. On the 
record before us, we are satisfied that no deception was involved and 
that the error was not deliberate. Holland himself testified that he was 
“sure” he initially spoke to the customer and took her order on April 
21, and he states that the trade date of April 22 on the confirmation 
contributed to misleading him, as it may in our view have misled the 
customer. After it became apparent at the District Committee hear- 
ing that the April 21 date was not correct, the customer’s husband 
advised the Committee that he wished to correct the record in that 
respect, and it does not appear that the April 21 date could have 
induced a favorable decision. 

In our opinion the record supports the findings of the NASD with 
respect to the representations made by Holland. We concluded that 
those representations were deceptive and misleading in attributing a 
“bonus” quality to a high-risk offering of a speculative security and in 
predicting a substantial price increase in the after-market. While 
Holland asserted there was a great demand for his 1,500-share allot- 
ment, he acknowledges that his own prior experience was that not 
every new issue for which the demand was greater than the supply 
available to him for sale opened at a premium, and, in fact, as we 
have seen, the Golden Pacific stock did not. We further concluded that 
Holland violated the designated Rules of Fair Practice and that his 
conduct was inconsistent with just and equitable principles of trade. 

Holland requests that the NASD’s action be set aside. He asserts 
that from the time he became registered in September 1968 until his 
employer ceased doing business in May 1970, no other complaint had 
been made against him, and that as a result of the NASD’s action he 


4Holland, citing the assertedly great demand for the stock, challenges the NASD’s 
observation that it is “inconceivable” that he could reply on the prospectus to sell his 
entire allotment. However, this observation was made in the context of the District Com- 
mittee members’ experience with respect to the extent that investors act on the basis 
of the prospectus and we note, as mentioned above, that the customer merely glanced 


through it-but-saw the prominent high-risk statement. 





142 SECURITIES AND EXCHANGE COMMISSION 


has been unable to secure employment in the securities business. How- 
ever, under all the circumstances, including the nature of the viola- 
tions found, we conclude that the censure and $500 fine imposed by 
the NASD are not excessive or oppressive having due regard to the 
public interest. 

Accordingly, IT Is ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Cassy and Commissioners Owens, 
Herione and Loomis). 





IN THE MATTER OF 
SINCLAIR VENEZUELAN OIL COMPANY 


File No. 1-1155. Promulgated December 13, 1972 
Securities Exchange Act of 1984—Section 12(d) 


STRIKING OF SECURITY FROM LISTING AND REGISTRATION 
Insufficient Publicly-Held Shares 


Where issuer failed to meet guidelines of exchange for continued listing of 
its stock in that fewer than 200,000 of issuer’s shares, after exclusion of hold- 
ings of controlling shareholder, were publicly held, application of exchange to 
delist security granted. 


APPEARANCES: 


Joseph A. DeRose, vice-president, for American Stock Exchange. 
H. H. Lewis, secretary, for Sinclair Venezuelan Oil Company. 


FINDINGS, OPINION AND ORDER 


The American Stock Exchange filed an application, pursuant to 
Section 12(d) of the Securities Exchange Act of 1934 and Rule 12d2-2 
thereunder, to strike from listing and registration on the Exchange 
the $1 par value common stock of Sinclair Venezuelan Oil Company 
(“issuer”) on the ground that the issuer has fewer than 200,000 pub- 
licly-held shares. The Exchange suspended trading in the stock on 
July 7, 1972. The issuer filed a statement in opposition to the applica- 
tion, and the Exchange submitted a reply. 

The application is based on the stated policy of the Exchange to con- 
sider the delisting of a security when in its opinion the public distri- 
bution of the security has become so reduced as to make further deal- 
ings therein on the Exchange inadvisable. In implementing this 
policy the Exchange adopted certain guidelines including one which 
provides that delisting would be considered where the number of 


1 Section 12(d) of the Exchange Act and Rule 12d2-2(c) thereunder provide in perti- 
nent part that, upon application by a national securities exchange, a security registered 
with such exchange may be stricken from listing and registration in accordance with the 
rules of the exchange and upon such terms as we deem necessary for the protection 
of investors. 

2 American Stock Exchange Company Guide § 1002-3, American Stock Exchange Guide 
$10,051, pp. 3653-54. 


45 S.E.C.—34——9902 
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publicly-held shares, in the case of common stock, is less than 200,000 
after excluding the shares of controlling shareholders.? The Exchange 
found that only about 120,240 shares of the issuer’s common stock were 
publicly held because 3,879,760 shares, out of the total 4,000,000 shares 
outstanding as of December 31, 1971, were owned and held by Atlantic 
Richfield Company. The Exchange further found that such limited 
public distribution resulted in an absence from time to time of bids 
and offers for the stock on the Exchange which has created difficulties 
in the maintenance of an orderly market for the issue. 

The issuer does not dispute the Exchange’s findings but contends 
that public investors would be best protected by access to an organized 
exchange through continued listing because the value of the stock 
could be affected by a pending stockholder’s derivative suit to which 
the issuer is a party. In that suit, the Supreme Court of Delaware 
has held that Sinclair Oil Corporation, predecessor of Atlantic Rich- 
field, had in various respects breached a contract with the issuer for 
the purchase of crude oil and refined products, The case has been 
remanded to the Delaware Chancery Court for determination of dam- 
ages to be awarded the issuer. This determination has been delayed, 
and the issuer is unable to express any opinion as to the amount of any 
damages which may be awarded. The issuer argues that delisting the 
stock prior to the determination of the amount of the award would 
result in a disorderly market which could be prejudicial to public 
shareholders most of whom it is asserted purchased their shares on 
the Exchange relying on the continuation of an organized market in 
which to dispose of them. 

We recognize that uncertainty as to the amount of damages to be 
awarded in the pending derivative suit may be a factor affecting the 
market for the issue and that delisting may have adverse effects on 
present investors. Those considerations, however, are outweighed by 
the protection delisting affords further investors who may rely on the 
fact of listing as an indication that there are sufficient publicly-held 
shares to provide an orderly and continuous auction market.’ We con- 
clude that it is appropriate to grant the application for delisting, 
particularly in view of the large margin by which the number of 
publicly-held shares fails to meet the Exchange’s guideline, the oc- 
casional absences of offers and bids for the stock on the Exchange, and 


the difficulties experienced in the maintenance of an orderly market 
for the stock. 


3 Ibid. 


“The issuer has noted that it could comply technically with the Exchange’s guideline 
of 200,000 publicly-held shares by effecting a stock split but asserts that there is no 
valid business reason for such action. 


5 Cf. Langley Corporation, 45 S.E.C. 85, 87 (1972) ; American Stock Exchange Company 
Guide § 1001. 
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Accordingly, IT IS ORDERED that the application of the Ameri- 
can Stock Exchange to strike from listing and registration the $1 par 
value common stock of Sinclair Venezuelan Oil Company be, and 
it hereby is, granted. 


By the Commission (Chairman Casry and Commissioners Owens, 
Hertone and Loomis). 


246-829 0 - 79 - 11 





IN THE MATTER OF 
OHIO EDISON COMPANY 


File No. 3-3613. Promulgated January 5, 1973 
Public Utility Holding Company Act of 1985—Section 10 


ACQUISITION OF UTILITY ASSETS FROM MUNICIPALITY 


Application by registered holding company to acquire municipal electric utility 
system which municipality determined was no longer feasible or economical to 
operate, granted, where consideration to be paid by applicant, the only bidder 
for system, is withing range of fairness and proposal otherwise satisfies applicable 
standards of Section 10 of Public Utility Holding Company Act of 1935. 


APPEARANCES: 


John R. White and Frances McGovern, for Ohio Edison Company. 

James L. Harkins, Jr., for a group of citizens of Hiram, Ohio. 

R. Moshe Simon and Fred J. Franklin, for the Division for Cor- 
porate Regulation of the Commission. 


FINDINGS, OPINION AND ORDER 


Ohio Edison Company (“applicant”), a registered holding company 
and an electric utility company, filed an application pursuant to Sec- 
tions 9(a) (1) and 10 of the Public Utility Holding Company Act of 
1935, for approval of its proposed acquisition of the electric utility 
system (“System”) owned and operated by the Village of Hiram, 
Ohio. After appropriate notice, hearings were held at which a group 
of citizens of Hiram (“participants”) was granted leave to be heard. 
An initial decision by the administrative law judge was waived, pro- 
posed findings and conclusions in favor of the acquisition were filed by 
our Division of Corporate Regulation (“Division”) as well as by ap- 
plicant, and a brief was filed by participants in opposition and by 
applicant. Certain communications from interested persons in Hiram 
were received as statements of views. Our findings are based upon an 
independent review of the record. 


DESCRIPTION OF APPLICANT AND HIRAM SYSTEM 


Applicant, an Ohio corporation, furnishes electric service in north- 
eastern and central Ohio and is interconnected with most of the major 


1Section 9(a) of the Act makes it unlawful for any registered holding company to 
acquire utility assets without our approval under Section 10. 


45 S.E.C.—35——17842 
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electric utility systems in that State. A wholly owned subsidiary 
furnishes electric service in western Pennsylvania. In 1970, applicant 
and its subsidiary served nearly 805,000 customers at retail. At De- 
cember 31, 1971, its consolidated utility plant, less depreciation and 
depletion reserves, was stated at about $919 million, and it had operat- 
ing revenues of over $308 million for the year. 

Hiram, which is located in northeastern Ohio, had a population in 
1970 of about 1500, including 1200 students and faculty members at 
Hiram College, a private school in Hiram. In that year, the System 
furnished electric power to 495 customers, including the College which 
accounted for about 60% of the System’s total kilowatt hour sales and 
of its total revenues of $221,435. The System’s facilities were repre- 
sented to be in generally poor condition in 1971 although the System 
could continue to operate with prudent maintenance and replacements. 


THE PROPOSED TRANSACTION 

In November 1971, the Council of Hiram determined it was no 
longer feasible or economical to operate the System and authorized 
the sale of the electrical plant and equipment to the highest bidder. 
Invitations for bids were published, and applicant submitted the only 
bid, in the amount of $675,000 in cash plus the cost of net additions 
after the valuation date, April 1, 1971. The bid was accepted and an 
agreement of sale was executed in Janury 1972. 


IssuES UNDER SECTION 10 oF THE ACT 

The principal issue presented by the contentions of participants is 
whether the acquisition price is adequate under the standards of Sec- 
tion 10(b) (2). That Section requires our approval of the acquisition 
unless we find that the consideration “is not reasonable or does not 
bear a fair relation to the sums invested in or the earning capacity 
of the utility assets to be acquired.” 

Participants contend that, based upon comparable sales of municipal 
electric utility systems and unaccepted offers for such utilities, the 
price to be paid for the Hiram System should be at least $800,000. A 
tabulation prepared by the Executive Secretary of the Ohio Municipal 
Electric Association, who appeared as a witness on behalf of partici- 
pants, showed that the sales price for eight municipal electric utility 
systems in Ohio from 1964 through 1972 ranged from 4.2 to 8.5 times 
the previous year’s gross electric revenues, and that purchase offers 
for five other municipal systems in Ohio that were not accepted also 
fell within that range. According to that witness, the System’s sales 
in 1970 would have produced gross revenue of $189,716 under appli- 
cant’s rates, compared to the $221,435 produced under the System’s 
higher rates, and multiplying the lower revenue figure by the lower 
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4.2 ratio he reached a figure of about $797,000, which participants urge 
“fully supports” participants’ minimum valuation of $800,000.? Par- 
ticipants state that in the most comparable situation a purchase offer 
7.1 times the previous year’s gross revenue was not accepted. While 
recogn zing that their witness’s tabulation contained only about half 
the sales of municipal systems during the period covered, participants 
contend that the ratios disclosed were both representative and 
reasonable. 

In our opinion, participants’ application of ratios based on gross 
revenue is an inappropriate method of determining whether the pro- 
posed purchase price satisfies the standards of Section 10(b) (2). The 
use of gross revenue in no way gives recognition to operating expenses 
which may vary significantly depending on, among other things, the 
age and condition of the utility properties and the size of the munici- 
pal system involved.* And Hiram’s consulting engineer reported that 
gross revenue ratios are variable and dependent on utility rates. 

Applicant arrived at its bid price principally on the basis of a valu- 
ation of the Hiram System at reproduction cost new less depreciation, 
which is the base upon which investor-owned utilities are permitted to 
earn a return under the applicable Ohio statutes. It retained Middle 
West Service Company, an independent management and consulting 
firm specializing in public utility valuations, to make a detailed in- 


ventory of the Hiram System and to determine the unit cost new of 
the inventoried items less an estimated amount for accrued deprecia- 
tion. Middle West concluded that as of April 1, 1971, the depreciated 
reproduction cost was $672,643. Applicant also took into account 
among other things the required expenditure, estimated at $72,700, 
to make the initial connection between the two systems; * the necessity, 
although not immediate, of making changes in Hiram’s distribution 


2? Participants’ witness also considered various economies stemming from the System’s 
small scale operations. He noted that the System has realized savings in maintenance costs, 
resulting from Hiram’s use of the System’s maintenance and construction employees to 
perform similar municipal functions and the lower non-union wage scale of such employees, 
that “significant record-keeping” is unnecessary, and that it is not “burdened” with 
safety requirements to the same extent as a larger system or with rate studies. He 
additionally considered the System’s high load factor and estimated a kilowatt hour 
growth rate of about 10% to 12%, based on certain assumptions as to anticipated increases 
in the use of energy and the number of customers, compared to the industry-wide growth 
rate of 7% to 8%. However, he conceded that applicant could also make total use of the 
time of maintenance and construction employees and that rate studies by small municipal 
systems should be required. 

* Participants’ witness stated: ‘In Ohio we frequently use the ratio of price offered 
by the power company to the previous year’s gross revenue as a ‘ballpark’ measurement of 
the fairness of the power company’s offer.’’ 

4 Middle West stated that its valuation reflected estimated and observable physical con- 
dition, age, and obsolescence, and estimated efficiency and economic value. Hiram’s con- 
sulting enginer considered the proposed price to be “‘a reasonably fair one.” 

5 Construction of 1.65 miles of distribution feeder line and a step-down substation would 
be required. 
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system to conform it to applicant’s standards; the possibility that the 
Hiram System’s generating units might be of little use to applicant 
and have to be disposed of; the estimated revenue to be derived from 
Hiram’s customers under applicant’s lower rates if applicant acquired 
the System; the fact that, since the original cost of the System is not 
known, a charge to surplus may be required under the Federal Power 
Commission System of Accounts with respect to any difference be- 
tween the estimated original cost and the purchase price paid; and the 
modest prospects for growth, particularly in light of the College’s 
plans for only a limited expansion of its student enrollment.® 

Applicant also pointed to the prevailing rates of return on electric 
utility capital investment as supporting the adequacy of the proposed 
price. It states that if its rates were applied to the System’s 1970 sales, 
they would have produced an operating income after taxes of $38,028, 
representing 20% of gross revenue.’ Applying this percentage to the 
System’s 1971 sales, applicant estimated $38,568 in operating income 
after taxes on an estimated $192,841 in revenue based on applicant’s 
rates. A comparison of applicant’s estimate of 1971 operating income 
after taxes with the proposed purchase price demonstrates that appli- 
cant would pay the equivalent of 17.5 times operating income after 
taxes for the System, reflecting a capitalization rate of 5.7%. Apply- 
ing applicant’s estimate of operating income after taxes for the first 
12 months after the acquisition to the proposed purchase price pro- 
duces a multiple of 16.875 or a capitalization rate of 5.9%, which is in 
line with prevailing electric utility multiples and capitalization rates.® 

Upon consideration of the testimony and analysis presented, we 
-conclude that the proposed price is within a reasonable range of fair- 
ness and conforms with the standards of Section 10(b) (2). 

Various of the participants also assert that applicant employed un- 
fair acquisition tactics by inducing the College, by a promise to reduce 
the rates charged it, to exert undue pressure upon Hiram’s Council to 
make the sale. This is denied by the College and is not supported by 
the record. Studies by the College and by Hiram’s consulting engineer 
in 1969 showed that those rates were too high, and the College asked 
Hiram to reduce them and to permit the College to negotiate with an 
outside power source for supplying all or part of the College’s power 

6 An official of applicant thought an annual growth rate of about 7% might be realized 
for the System. The actual growth in kilowatt hour sales by the Hiram System from 1970 
to 1971 was only about 3%. 

7 Participants asserted that the figure of $38,028 was too low, and an official of applicant 
appeared to agree with that assertion. However, there is no indication of the amount of the 
insufficiency or whether it would have a significant effect on the percentage of revenues to 
be expected by applicant, and the 20% ratio compares favorably to the similar ratios 
for applicant as a whole of about 23.5% in 1970 and 22.5% in 1971. 


8 For the first full year of operation after the acquisition, applicant estimates $200,000 
in revenues and about $40,000 in operating income. 
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directly. In March 1971 Hiram requested applicant to consider supply- 
ing it energy at wholesale rates or purchasing its System. Applicant 
replied in May that it was willing to supply a portion or all of Hiram’s 
requirements or purchase the System for $675,000, stating that the 
latter was the most desirable from the standpoint of all parties con- 
cerned.® In November the sale of the System was recommended by 
Hiram’s Board of Trustees, but not at the price suggested by applicant, 
and it advertised for bids, received applicant’s bid at that price, and 
voted to accept it, and the sale agreement which is the subject of the 
application was negotiated. There is no indication in the record that 
such negotiations were not at arm’s length. 

Finally, participants do not dispute and we find that the proposed 
acquisition meets the standards of Sections 10(b) (1), 10(c) (2), and 
10(f) of the Act.’° There is no evidence that the proposed acquisition 
will create interlocking relations or result in a concentration of control 
detrimental to the public interest or the interest of investors and con- 
sumers. The Hiram System would constitute less than one-tenth of one 
percent of applicant’s consolidated system. As a result of the inter- 
connection to be constructed by applicant, the Hiram System, which is 
within the area presently served by applicant, would be fully inte- 
grated with the existing and planned facilities of applicant, and sub- 
stantial savings would be achieved for the System’s customers.” 


Although there had been few, if any, outages in that System, an im- 
provement could also be anticipated in the quality and reliability of 
service. It further appears that the proposed acquisition violates no 
Ohio law or regulation. 


OTHER MATTERS 


Applicant proposes to record the Hiram utility plant on its books 
at the estimated original cost, less appropriate provision for deprecia- 
tion, and will charge any excess of acquisition cost to surplus. The 
proposed accounting entries, which appear to be appropriate, are 
subject to the jurisdiction of the Federal Power Commission and the 
Public Utilities Commission of Ohio. 


® Hiram’s consulting engineer considered the purchase by Hiram of all power at whole- 
sale to be the most desirable plan. 

10 Section 10(b) (1) requires approval of an acquisition unless we find that “‘such acquisi- 
tion will tend towards interlocking relations or the concentration of control of public- 
utility companies, of a kind or to an extent detrimental to the public interest or the 
interest of investors or consumers.”’ 

Section 10(c)(2) requires disapproval of a proposed acquisition unless we find that 
“such acquisition will serve the public interest by tending towards the economical and 
efficient development of an integrated public-utility system.”’ 

Section 10(f), as pertinent here, bars approval if the proposed acquisition does not 
comply with applicable state laws. 

11 Applying applicant’s lower rates to Hiram’s 1970 operating statistics, the savings 
would have amounted to 5.8% in general residential accounts, 18% in commercial accounts, 
including the College, 12.5% for water heating, and 7% for street and traffic lighting. The 
total saving would have amounted to 14.3% or about $31,719. 
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Applicant states that in connection with the proposed acquisition 
it incurred legal fees of $1,000 and expenses of $400, and paid fees 
to and reimbursed the expenses of Middle West in the aggregate 
amount of $10,205.31. These fees and expenses appear to be reasonable 
in amount. 


CoNCLUSION 


We find that the applicable standards of the Act are satisfied and 
that it is appropriate in the public interest and in the interest of in- 
vestors and consumers that the application be granted. 

Accordingly, IT IS ORDERED, pursuant to Sections 9 and 10 of 
the Act, that the application of Ohio Edison Company be, and it 
hereby is, granted forthwith, subject to the terms and conditions pre- 
scribed in Rule 24 under the Act, provided, however, that approval 
of the application does not in any manner affect the jurisdiction of any 
other regulatory authority with respect to the accounting or similar 
matters in connection with the proposed acquisition. 

By the Commission (Chairman Casry and Commissioners Owens, 
Hertone and Loomis). 
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Commission. 
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FINDINGS, OPINION AND ORDER 


Chairman Casey and Commissioner Loomis: 

This case, and its companion case, National Utilities & Industries 
Corporation, present the important questions of whether, and to what 
extent, an exempt gas public utility holding company system may en- 
gage in non-utility operations unrelated to its utility business. 

In 1936, this Commission issued an order, pursuant to Section 3(a) 
(1) of the Public Utility Holding Company Act of 1935, exempting 
Pacific Lighting Corporation (“Pacific”) from the provisions of the 
Act.* Section 3(a) (1) requires the Commission to exempt any holding 
company and its subsidiaries if the holding company and its public- 
utility subsidiaries are predominantly intrastate in character and 
carry on their business substantially in a single state in which they are 

11 S.E.C. 275 (1936). The exemption was from those provisions of the Act which 
apply to a holding company and its subsidiaries. 

45 S.E.C.—35——17855 
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organized, “unless and except insofar as it [the Commission] finds the 
exemption detrimental to the public interest or the interest of investors 
or consumers.” In granting the exemption, the Commission found that 
Pacific and its public-utility subsidiaries, all California corporations, 
met the objective intrastate standards, and that there was no basis for a 
finding under the “unless and except” clause. The issues now before the 
Commission are whether, because of Pacific’s recent diversification into 
non-utility activities, the circumstances which gave rise to the exemp- 
tion order no longer exist, and, if that is the case, whether the con- 
tinued unqualified exemption of Pacific from the Act would be detri- 
mental to the interests specified in the “unless and except” clause.’ 

Following public hearings, briefs were filed by the Commission’s 
Division of Corporate Regulation urging that the exemption be modi- 
fied so as to require Pacific to dispose of those of its non-utility inter- 
ests and properties which are not functionally related to its gas 
distribution business, by Pacific in opposition to any modification, and 
by Peoples Gas Company, another exempt holding company, in op- 
position to the Division’s legal arguments.? The Commission heard oral 
argument. Our findings are based upon an independent review of the 
record. 


THE PACIFIC SYSTEM 


In 1936, when the exemption order was issued, Pacific, which is 


solely a holding company, had four public-utility subsidiaries, all en- 
gaged in the distribution of natural gas in Southern California and 
one of which also distributed electricity. Those subsidiaries variously 
owned and operated butane plants serving ten small communities and a 

. small water system, owned an electric street-lighting system which was 
rented to the City of Los Angeles, and operated, as lessee under an oil 
and gas lease, 40 acres of land containing five oil wells. In addition, 
Pacific had investments in non-controlled public utilities with a total 
cost of about $4.4 million, representing about 6% of its total assets. 
Pacific also had several subsidiaries incorporated in other states which 
were not public-utility companies. Two sold gas at wholesale, and the 
others were inactive. 

In the years since 1936, the Pacific system has undergone a sub- 
stantial evolution and change. Its utility operations have been 
simplified and integrated, and in recent years it has expanded on an 
unquestionably substantial scale into non-utility businesses. On the 
utility side, the electric utility business and properties were sold in 


oe 
> 


2 Section 3(c) of the Act provides for revocation of an exemption order if the Commission 
finds that the circumstances which gave rise to its issuance no longer exist. 

3 The Public Utilities Commission of California was admitted as a party to the proceed- 
ings, but did not participate in the hearings or file a brief. Two shareholders of Pacific 
submitted a letter in support of Pacific’s position. 
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1937, and the gas utility businesses have been combined into one sub- 
sidiary, Southern California Gas Company (“Gas Co.”). That com- 
pany distributes gas at retail to approximately 3.2 million customers 
in a large service area comprising Los Angeles and much of Central 
and Southern California having a population of about 10.3 million. 
Various utility-related assets and activities, including gas transmis- 
sion properties and operations, and gas supply, regulatory and rate 
matters, were consolidated in a single company, Pacific Lighting Serv- 
ice Company (“Service Co.”), and beginning in October 1971 steps 
were undertaken to consolidate the latter’s operations and personnel 
with those of Gas Co. 

During the period 1963-1965 Pacific organized four subsidiaries 
principally to expand the sale of gas for air-conditioning by its gas 
distribution subsidiaries. Pacific characterizes these companies as 
“utility-related.” Two, Central Plants, Inc. and Uni-Plant Corpora- 
tion, were organized to construct and operate central gas-fired heating 
and cooling plants. At present, they operate eight plants and also have 
ownership interests in two real estate developments served by such 
plants. A third subsidiary, All-Year Weather, Inc., was formed to 
guarantee loans to builders and developers using gas air-conditioning. 
Its activities were subsequently broadened to include assistance to 
builders using other gas appliances, and since 1970 it has made loan 
guarantees without regard to the interests of the gas distribution sub- 
sidiaries. Uni-Plant Leasing Company, Inc. was organized to lease 
air-conditioning units to commercial users. Subsequently, it also guar- 
anteed the financing and performance of residential air-conditioning 
and since 1970 has expanded into the leasing of electric air-condi- 
tioning units and other types of equipment and machinery unrelated 
to gas. In 1970, Pacific organized Dual Fuel Systems, Inc. to distribute 
a conversion kit which permits motor vehicles to operate on compressed 
natural gas interchangeably with gasoline. Two other subsidiaries 
characterized by Pacific as “utility-related,” one organized in 1960 and 
the other in 1970, are engaged in gas development and exploration. 

In 1969, Pacific embarked on a program of acquisition of companies 
unrelated to its utility operations. Among the factors which led to the 
decision to diversify were the limitations 6f future growth of the gas 
market believed to result from the declining rate of population growth 
in Pacific’s gas service area.‘ its high degree of market saturation, the 
uncertainty of the gas supply situation and the more expensive nature 
of future gas supplements and the static or declining earnings per 
share of Pacific’s common stock. Before proceeding with diversifica- 


‘The average annual increase in the estimated service area population for the years 
1966-1968 was 1.7%, as compared to 3.1% for the preceding 3 years. 
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tion, Pacific’s house counsel in 1967 had consulted one of the Commis- 
sion’s staff officials, who indicated that diversification not detrimental 
to public, investor or consumer interests was not a basis for termina- 
tion of a holding company’s exemption.® 

A management plan developed in 1969 provided the framework for 
the ensuing acquisitions. The diversification guidelines set forth in- 
cluded the following: There should be a search for companies of good 
quality with good potential for meaningful profits in one or more of 
several specific business areas; there should be reasonable assurance 
that the management of an acquired company would stay with it; the 
company should not provide materials or services to the utility sub- 
sidiaries; the acquisition should not result in a material dilution 
of current consolidated earnings per share, and estimated profit after 
taxes for the first full year after acquisition should provide a return 
of at least 10% on Pacific’s initial investment; no acquisition should 
be so big that poor results would produce a seriously adverse effect 
on Pacific’s overall corporate well being; and it would be desirable 
if the acquired company had its headquarters or the bulk of its op- 
erations in Southern California.® The concluding recommendation was 
that the initial goal be a $10 million increase in consolidated net in- 
come from non-utility acquisitions, which, on the assumption of a 
10% return on investment, would mean a commitment to a diversifica- 
tion program involving $100 million. 

Pursuant to its diversification plan, Pacific acquired six going busi- 
nesses engaged in various facets of real estate and agriculture between 
1969 and 1971. The activities of the real estate subsidiaries are cen- 
tered in Hawaii and California. Three of them, Blackfield Hawaii 
Corporation, Dunn Properties Corporation and Fredericks Develop- 
ment Corporation, are engaged principally in acquiring undeveloped 
land, developing it for commercial or industrial use and selling or 
leasing the completed projects, and Hawaii Real Estate Service Group 
comprises a group of four companies which provide consulting, leas- 
ing, real estate brokerage and management services for commercial 
properties. One agricultural company, W. D. Fowler and Sons Cor- 
poration, is engaged in farming, packing and marketing of citrus 
fruits and pistachio nuts in California. It farms its own acreage; 

5 Pacific’s outside counsel deferred his opinion on diversification pending the Commission’s 
decision in the Eastern Gas and Fuel case. That case involved an application by a gas 
holding company with non-utility interests for approval of a proposed acquisition of stock 
of another gas utility company and for extension of its intrastate exemption under Section 
8(a)(1) to cover that company. The Commission granted the application, subject to certain 
conditions not here relevant, without discussing (beyond a brief reference to their 
existence) Eastern’s diversified activities. Hastern Gas and Fuel Associates, 43 S.E.C. 
524 (1967). 

¢ Another guideline was that Pacific should seek 100% ownership in companies to be 


acquired, for the reason, among others, that the existence of a minority interest in a sub- 
sidiary could jeopardize Pacific’s exempt status. 
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manages acreage for private investors; operates packing houses; and 
in conjunction with Pacific Lighting Properties, Inc. (“PLP”), a sub- 
sidiary organized by Pacific in 1967, sells citrus and pistachio groves. 
The other agricultural subsidiary, Blue Goose Growers, Inc., was or- 
ganized in 1971 to acquire the assets of 28 existing entities, compris- 
ing an intergrated fruit farming, packing and marketing organization 
which operates in six or seven states. PLP, which Pacific considers 
part of its real estate enterprises, acquires for development and later 
disposition properties declared surplus by the utility subsidiaries; 
makes joint venture investments in real estate developments; and is 
the general partner of a limited partnership formed to acquire cer- 
tain pistachio and citrus groves operated by Fowler pursuant to a 
management agreement. 

In late 1970 Pacific determined that in light of the potentially size- 
able capital needs of the utility business, including a possible need for 
large investments in gas supply projects, any future acquisitions 
should be limited to those which would not impair Pacific’s liquidity. 
As a result, except for the completion in June 1971 of the Blue Goose 
acquisition which was under negotiation at the time of that determina- 
tion, no acquisitions have been made since 1970. 

As of December 31, 1970, Pacific had consolidated assets of $1,159 
million, including net utility plant of $870 million and total net prop- 
erties of $925 million. Its total shareholders’ equity was $490 million 
and its long-term debt $436 million. For the year 1970, Pacific had 
consolidated operating revenues and other income of $683 million and 
net income of $39 million. The table on page 157 shows Pacific’s invest- 
ment in its non-utility subsidiaries (except for Service Co. whose 
retainability is undisputed) at December 31, 1970 (except where an- 
other date is indicated) .7 

Pacific’s non-utility investments at December 31, 1970 represented 
about 11 percent of Pacific’s consolidated assets; the largest investment 
in any one company represented about 2 percent of such assets. These 
ratios do not take into account Pacific’s guarantees of certain obliga- 
tions of various non-utility subsidiaries which as of early 1972 totalled 
about $34-39 million; if these are treated as part of Pacific’s invest- 
ment in those subsidiaries, the ratio of non-utility investments to con- 
solidated assets would be about 14 percent. Before consolidating ad- 
justments and operations of Pacific, utility assets comprised over 88% 
of Pacific’s total assets at the end of 1970 and utility operations ac- 


7We have included advances to the acquired companies under Pacific’s inter-company 
account or “cash management” system, which is described below, as part of Pacific’s 
investment in these companies. Pacific states that inter-company loans to these companies 
are intended only for short-term needs and should not be viewed as part of its investments 
in such subsidiaries. 
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counted for 92% of operating revenues and other income and 83% of 
income before taxes in 1970. Assets devoted to “utility-related” opera- 
tions accounted for approximately 4% of total assets, and such opera- 
tions produced 1.3% of revenues and a loss in an amount equal to .04% 
of pre-tax income; and the percentages attributable to real estate and 
agricultural operations were 9.9%, 7% and 13.8%, respectively. About 
92% of income before taxes for 1971 was attributable to utility opera- 
tions, a loss equal to 3.6% to “utility-related” operations, and 11.5% 
of such income to real estate and agriculture. 


INVESTMENT IN NONUTILITY SUBSIDIARIES 
(December 31, 1970) 


Initial Investment Capital Inter- 
Pacific Stock Stock and Company 
Company ——_ Contri- Advances Total 
Number Market butions by Pacific 
of Shares Value 


WOU Y CBP WW CRLNOL2 22225 Sot ee ee et 32 “SSR Oe’ Si 119178: “SE G9 178 
Genatal Digits. hse icc na ces baeesee ne sckosunneday- oot. i OUR OR. 14 960. 208.) Se eee ae 
I Ne og eee od aig) Co (Ok 8, 765, 553 
Uni-Plant Leasing--_- Bot Seek MES SLE ee eee eee 700,000 2,592,949 3, 292, 949 
IRON i cis 5k add Podateis S aid SR eens ds we ee ade hk we 250, 000 930, 133 1, 180, 133 
Pacific Lighting Exploration Co. -._._._._...___-----___-_-__--_.-----. 2,500,000 *5, 701,396 8, 201, 396 
Pactiic Lighting Developmental Co... 225.22. oh ch 25, 000 25, 000 





Subtotal “Utility Related” ___-._.-._-___- 9 _------- 15,475,000 31,599,467 47,074, 467 


5 os = innpahinapihencedganeies hem ep Gee. @, 138 455 9, 621, 433 
RRR te ee Ss Oe 180,000 $4,635,000 2,000,000 976,384 7,611,384 
Hawaii Service Group-..-_._-_.-.-------------- 95,700 2,105,000 51,178 2, 156, 178 
MIR aad ob ec ot re 500,000 12,375,000 5 4,533,858 21,908,858 
Fredricks : 275,000 6,806,000 5,000,000 821,728 12, 627,728 

. Fow 55,000 1,279,000 1,650,000 1,219,762 4,148,672 
I Nk cha ce olla ha rca cau tee cin 


Subtotal real estate and agriculture..... 1,105,700 27,200,000 17,150,000 15,081,572 81,963,572 


Grand Total_-_._.-.-.-.--------..-----. 1,105,700 27,200,000 32,625,000 46,681,039 129, 038, 039 


® Of this amount, $5 million was due on a note and not under Pacific’s cash management system. 

b Acquired in 1971. 

¢ As of October 31, 1971. 

4 Includes $3,700,000 cash paid to sellers, long-term debt of $12,988,000 issued by Blue Goose to sellers 
and guaranteed by Pacific and long-term debt of $5,834,000 assumed by Blue Goose. 


INTERPRETATION OF STATUTE 


It is undisputed that the Pacific system continues to meet the objec- 
tive intrastate standards of Section 3(a)(1). The determination of 
the question whether in light of the substantial diversification by 
Pacific, retention of its exemption would be detrimental within the 
meaning of the “unless and except” clause turns on the proper inter- 
pretation of that clause. 
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The Division contends that the Act precludes diversification by a 
holding company otherwise entitled to an intrastate exemption to the 
same extent that Section 11(b) (1) prohibits diversification by regis- 
tered holding companies,’ and that Pacific’s exemption should accord- 
ingly be limited so as to permit it to retain only those non-utility inter- 
ests or properties which are functionally related to its gas distribution 
business. It relies largely on the Congressional declaration in Section 
1(b) (4) of the Act that the public interest and the interest of investors 
and consumers “are or may be adversely affected” “when the growth 
and extension of holding companies bears no relation to economy of 
management and operation or the integration and coordination of re- 
lated operating properties.” Noting that Section 1(c) of the Act directs 
that all provisions of the Act are to be interpreted to meet the problems 
and eliminate the evils enumerated in Section 1, the Division urges 
that Section 1(b) (4) and the standards presented in Section 11(b) (1) 
provide the controlling guide to interpretation of the “unless and 
except” clause and make it clear that a holding company with diversi- 
fied interests unrelated to its utility business is per se not entitled to an 
unqualified exemption. It contends that in view of the legislative 
findings, it is not necessary to find in a specific proceeding that a 
particular holding company has engaged in the enumerated abuses. 

We cannot accept this per se interpretation of the statute which 
would equate the retention of an unrelated non-utility business with 
detriment to the specified interests. In our view it is supported neither 
by the language nor the legislative history of the Act and is inconsist- 
ent with the construction which the Commission has given the “unless 
and except” clause over the years. Turning first to the wording of the 
Statute, it reflects in its structure a dichotomy between exempt and 
registered holding companies which in itself militates against any 
interpretation that would equate the two. Section 11(b) (1) expressly 
deals with and prohibits diversification by a registered holding com- 
pany, regardless of the existence of detriment to the public, investor or 
consumer interests in a particular case.® In the case of a holding com- 
pany meeting the objective standards of Section 3(a) (1), however, 
the Commission must grant an exemption unless it finds detriment. 
The fact that the determination of detriment is left to the Commission 
to make in each case is inconsistent with any concept that such deter- 
mination had already been made by Congress. Moreover, had Con- 
gress intended a perse prohibition of diversification by exempt holding 
companies, or that compliance with the standards of Section 11(b) (1) 


8For a recent decision interpreting Section 11(b)(1)’s provisions pertaining to the 
acquisition or retention of non-utility businesses, see Michigan Consolidated Gas Co., 
44 S.E.C. 361 (1970), aff’d 444 F. 2d 913 (C.A.D.C., 1971). 

®See North American Company v. S8.E.C., 327 U.S. 686, 710-11 (1946). 
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be a prerequisite to obtaining or retaining an exemption, we think it 
would have so specified.?° 

The legislative history of the Act shows that Congress did not con- 
sider there was necd for a pervasive Federal regulations in the case of 
intrastate holding companies which were already subject to effective 
state regulation. For example, the Senate Committee Report stated 
that Section 3(a) exempted holding companies which the Committee 
believed “ought not to be covered because of the fact, and to the extent, 
that they are either intrastate in character or else not essentially hold- 
ing companies in the utility field,’ ** and that the classes of exempt 
companies covered in Section 3(a) were “essentially not the kind of 
public-utility holding companies at which the purposes of the legisla- 
tion are directed, for one of the following reasons: (1) The whole 
system is intrastate ...”1* The report further stated that as to com- 
panies in these categories, the Commission had a “mandatory duty” to 
exempt them “except where such exemption is definitely deterimental 
to the basic purposes of the statute...” 1° 

From the beginning of its administrtion of the Act this Commission 
has consistently granted exemptions under Section 3(a) (1) to public- 
utility holding companies and their subsidiaries meeting that Sec- 
tion’s intrastate standards notwithstanding their ownership of non- 
utility businesses."* And in Eastern Gas and Fuel Associates, the 
Commission expressly stated that the “unless and except” clause “does 
not require the imposition of the standards of Section 11(b)(1) in 
determining the availability of the exemption.” 1° In 1956 the Commis- 
sion advised a Senate Subcommittee that it was well settled by Com- 
-mission decisions that, in applying the “unless and except” clause, the 
Commission examined carefully the corporate structure of the ap- 
plicant as to unnecessary complexities, equitable distribution of voting 


10In Cities Service Company, 37 S.E.C. 342, 349 (1956), the Commission stated that in 
providing for general exemptions from the provisions of the Act Congress must have 
contemplated that exemptions would be available “in situations where total compliance 
with Section 11 was not fully met since otherwise it would have conditioned the grant of 
exemptions on a finding of compliance with that section.” See also Northern States Power 
Company, 36 'S.E.C. 1,6 (1954). 

118. Rep. No. 621, at 6. 

137d, at 24. 

13 Ibid. See also Section 1(a) of the Act declaring that public-utility holding companies 
and their subsidiaries “are affected with a national public interest, in that, among other 
things, ... (5) their activities extending over many States are not susceptible of effective 
control by any State and make difficult, if not impossible, effective State regulation of 
public-utility companies.”’ 

14 See e.g., Monarch Mills, 1 S.E.C. 822 (1936) ; International Pulp Company, 1 S.E.C. 
$06 (1936) ; Southeastern Indiana Corporation, 2 S.E.C, 156 (1937); United Utilities, 
Incorporated, 20 S.E.C. 496 (1945); Eastern Gas and Fuel Associates, 43 S.E.C. 524 
(1967). 

15 30 S.E.C. 834, 848 (1950). 

16 See also Northern States Power Company, 36 S.E.C. 1, 6 (1954); Cities Service 
Company, 37 S.E.C. 342, 350 (1956). 
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power, and reasonable capital structures, but did not require com- 
pliance with the Act’s integration standards.’’ This consistent inter- 
pretation of the “unless and except” clause has not been altered, as 
suggested by the Division, by the recent decisions in the Pennzoil and 
Illinois Power cases.7® 

In view of our rejection of a per se prohibition of diversification, 
we turn now to a consideration of whether the record before us war- 
rants a determination that under the circumstances presented here 
continuation of Pacific’s exemption would be detrimental to the inter- 
ests enumerated in the “unless and except” clause. The Division con- 
tends, among other things, that in the near future the Pacific utility 
system will require large amounts of additional capital, that to a large 
extent such capital will have to be obtained through equity and debt 
offerings by Pacific, and that the cost of such capital will be increased 
by the inherent risks of Pacific’s non-utility enterprises with resultant 
detriment to the gas customers. In addition to asserting that risks as- 
sociated with non-utility activities are inherently greater than those 
associated with the gas business, the Division, as evidence of risks and 
uncertainties involved in Pacific’s non-utility ventures, points to the 
fact that actual earnings for certain of the real estate and agricultural 
subsidiaries were below estimated earnings, that for the period 1963- 
1971 Central Plants sustained an aggregate net loss of more than $4 
million, and that it was unlikely that that company would be able to 
repay Pacific’s advances, which by November 1971 had reached more 
than $20 million. The Division further asserts that Pacific, through 
its intercompany account system, has improperly diverted funds from 
Gas Co. for purposes of financing its diversification activities and 
caused the utility companies to pay extra dividends for use in the 
diversification program. 

Pacific, on the other hand, urges that at least the exploration sub- 
sidiaries, Central Plants, Uni-Plant Corp. and Dual Fuel are engaged 
in activities which are functionally related to the utility operations 
and would be retainable even by a registered holding company. It as- 
serts that its diversification guidelines, the absence of any financial 
commitment by the utility subsidiaries in the diversification program, 
and regulation by the California Public Utilities Commission effec- 
tively insulate the utility subsidiaries from the possibility of adverse 
consequences in the event of losses from diversified operations, and 
that the cost of capital to Pacific has not been increased and in any 
event cannot adversely affect the interests of the utility customers. 


17 Hearings on S. 2643 before a Subcomittee of the Comittee on Interstate and Foreign 
Commerce, United States Senate, 84th Cong., 2nd Sess. at 378, 386. 

18 Pennzoil Company, 43 S.E.C. 709 (1968); Illinois Power Company, 44 S.E.C. 140 
(1970). 
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Pacific denies that its intercompany account system has been used to 
finance diversified activities with utility funds or that there was any 
impropriety in the payment of extra dividends by the utility 
subsidiaries. 

We are fully cognizant of the adverse consequences which may flow 
from diversification, and we consider that under the “unless and ex- 
cept” clause, giving due recognition to the purposes of the Act, the 
Commission is charged with not permitting the creation of a situation 
where undue risks to investors and consumers or the potentiality of 
abuse are presented as a result of expansion into non-utility activities. 
At the same time, we are of the view that a prudent and limited di- 
versification is not likely to present such risks and may in fact serve 
a beneficial purpose. This is particularly true in the gas utility situa- 
tion in light of the existing risks and reduced growth prospects of the 
gas industry attributable to increasing shortages of domestic gas sup- 
plies and the uncertainty and cost of obtaining gas from other sources. 

While translation of these considerations into specific restrictions 
and guidelines may present variables in particular instances, we be- 
lieve that it would be desirable for the Commission to enunciate such 
guidelines, both to provide a framework for resolution of the cases be- 
fore it and to give guidance to the industry. In our opinion, any di- 
versification by intrastate holding companies which is not subject to 
the safeguards and limitations described below would, at least pre- 
sumptively, warrant an adverse finding under the “unless and except” 
clause. These safeguards and limitations pertain only to the problems 
inherent in diversification and, needless to say, would not exhaust the 
circumstances which may require a finding of detriment. 

In the first place, in order to insulate the utility business to the 
extent possible from being adversely affected by losses in non-utility 
operations and to prevent the diversion of utility resources for non- 
utility purpeses, all non-utility activities should be segregated from 
utility activities through separate corporate subsidiaries. Further, there 
should be no services, materials or other contracts between the utility 
and the other subsidiaries except to the extent such contracts are sub- 
ject to the supervision of state regulatory agencies; and there should 
be no use of utility operating management, funds or credit for non- 
utility purposes. Moreover, with respect to any non-utility activity or 
business which does not have a functional or operating relationship 
to the utility business, we consider that additional safeguards are re- 
quired in order to assure that the gas business remains the primary 
and predominant business of the holding company system and that the 
extent of the risks to the utility operations from possible financial re- 
verses of the non-utility activities and the possible effect of those ac- 
tivities on the filling of capital needs for utility purposes be limited. 
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To this end, we would require that non-utility investments, both in- 
dividually and on an aggregate basis, constitute only a relatively small 
component of the entire system. In addition, they should be restricted 
to activities which are either complementary in a significant way to 
the utility operations or have an established and successful record, such 
as a history of stable or increasing earnings for a reasonable period of 
time. 

We would apply these restrictions to future acquisitions of new non- 
itility interests by exempt holding companies, as well as to the enlarge- 
ment of such interests now held. The Commission would not, of course, 
be precluded from re-examining the status of any exempt holding com- 
pany system where the system’s existing or past operations are such 
as to present a factual basis for finding a specific detrimental effect 
arising from its non-utility or utility operations. 

In our view, Pacific’s non-utility operations conform substantially 
to the limitations which we have outlined above. As previously in- 
dicated, those operations are carried out through separate corporate 
entities in the Pacific system. The extent of any direct business rela- 
tionships between the utility companies, i.e., Gas Co. and Service Co., 
and the non-utility subsidiaries has been very limited. Service Co. 
furnishes labor for the operation and maintenance of the facilities of 
Central Plants and Uni-Plant Corp. and provides personnel for Dual 
Fuel activities. These companies are charged by Service Co. for labor 
furnished plus appropriate overhead and employee benefit costs. Serv- 
ice Co. also furnishes certain personnel and services to the two explora- 
tion companies. In addition, since 1971 Service Co. has provided tax, 
legal and public relations services to the real estate and agricultural 
subsidiaries, for which it bills Pacific en a cost basis. In 1970, Service 
Co.’s charges for services to the “utility-related” subsidiaries totalled 
$1.8 million. The aggregate amount of its services to the acquired sub- 
sidiaries through September 30, 1971 was less than $50,000. In con- 
nection with rate proceedings before the California Public Utilities 
Commission, Pacific has been required to submit detailed information 
covering every transaction and allocation between the utility subsidi- 
aries on the one hand and Pacific and the non-utility companies on the 
other. 

The record does not support the Division’s charge that through its 
intercompany account system and specifically through “upstream” 
leans from Gas Co., Pacific has diverted utility funds for investment 
in the non utility companies. For many years Pacific has had a system 
which it describes as a “cash management” system, under which each 
of its subsidiaries deposits surplus cash with Pacific and in turn bor- 
rows cash needed for operations from it, receiving or paying interest 
based on the average daily balance. In support of its allegation, the 
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Division points to the fact that during the period from November 1970 
to October 1971, Gas Co. was in a credit position at the end of each 
month except one, averaging about $21 million, while downstream loans 
from Pacific to the non-utility companies average about $43 million. 

In the first place, the characterization of the utility company deposits 
with Pacific as “upstream loans” does not seem appropriate, since the 
intercompany system is not designed to provide funds for Pacific. 
Moreover, if Gas Co. and Service Co. are considered together—as 
seems appropriate, since they constitute an integrated utility system— 
it becomes clear that no material part of the advances to the non-utili- 
ties could have been derived from utility deposits. For the 2-year pe- 
riod from November 1969 to October 1971, the utility companies (in- 
cluding until August 1970 Pacific’s other gas utility subsidiary which 
was then merged into Gas Co.) were in a debit position on one half 
of the month-end dates. The net month-end position was an average 
debit balance of about $3.8 million. The highest net credit position of 
the utilities during this period was at the end of March 1971, when it 
totalled more than $19 million. By the end of the following month, 
however, that position had been reduced by almost $15 million. And 
from July to October 1971, the utilities changed from a net credit posi- 
tion of about $3 million to a net borrowing position of almost $38 mil- 
lion. During each of the latter two periods the advances to the non- 
utilities increased. 

As noted, the Division has also raised a question concerning the fact 
that in 1969, Pacific’s utility subsidaries paid about $23 million in div- 
idends to Pacific out of retained earnings. While the Division appears 
to be correct in its contention that at least a substantial part of the 
funds so obtained were used by Pacific for non-utility purposes, the 
record shows, and the Division does not question, that the payment of 
these dividends had a legitimate purpose—to increase the utilities’ debt 
ratios—and accorded with the views of the staff of the California 
Commission. Under the circumstances, we cannot find any impropriety. 

Turning to an analysis of the magnitude and nature of the non- 
utility operations upon which Pacific has embarked, we note that 
while in absolute terms the non-ultility investments are sizeable, they 
are small in relation to the utility operations which still represent 
by far the greatest part of Pacific’s business and assets. As noted, at 
December 31, 1970, the non-utility investments, including Pacific’s 
guarantees of obligations of non-utility subsidiaries, represented about 
14% of Pacific’s consolidated assets, and the largest investment in any 
one company represented about 2% of such assets. In our opinion, the 
magnitude of these investments has not reached a point where it pre- 
sents a substantial risk to the financial soundness of the utility opera- 
tions. We consider that a further measure of safety derives from the 
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fact that, wiin limited exceptions, those non-utility companies engaged 
in unrelated activities have a history of successful operations. Thus, 
the rea] estate and agricultural companies acquired by Pacific in 1969- 
1971, which represent by far the largest segment of the non-utility 
investments, have all operated at a profit in each year since their ac- 
quisition. While PLP, which, as noted, is part of Pacific’s real estate 
operations, has sustained a loss in every year since its organization in 
1967, the loss for 1971 was only $1,000. As to the remaining subsidiaries, 
the activities of the exploration companies would appear to be func- 
tionally related to the utility operations; at the least they are clearly 
complementary to them. Likewise, Centra] Plants, Uni-Plant Corp. 
and Dual Fuel also are engaged in activities which are complementary 
to the operations of Pacific’s utility system.?® All-Year Weather and 
Uni-Plant Leasing, which have expanded to a substantial extent into 
activities unrelated to the gas business, have operated at a profit in 
each of the past three years. 

Under all the circumstances, we find that we would not be justified 
in withholding a continued exemption from Pacific and its subsidiaries 
as detrimental to the public interest or the interest of investors or 
consumers. Our conclusion is based on the facts and circumstances 
which now obtain, and we would require Pacific to advise the Commis- 
sion in advance of any proposed investment or transaction which would 
materially alter them. 

Commissioner OwEns: 

In my opinion the broad diversification into non-utility businesses 
by exempt public-utility holding companies that Chairman Casey and 
Commissioner Loomis would permit is inconsistent with the Congres- 
sional directive to this Commission in the “unless and except” clause 
of Section 3(a) to prevent activities by such companies which are 
detrimental to the interests of the utility investors and consumers and 
the public interest. Congress chose in that Section not to give an 
absolute exemption to the classes of utility holding companies there 
listed, and instead imposed on this Commission the duty of deter- 
mining whether an exemption should be granted after vonsidering the 
stated interests. In Section 1(b) it recited the abuses which had been 
found detrimental to those interests, including the growth and ex- 
tension of holding companies which bear no relation to economy of 
management and operation or the integration and coordination of 
related operating properties, and in Section 1(c) it specified that all 
provisions of the Act were to be interpreted in accordance with the 
policy to eliminate such abuses. It would thus seem clear that Congress 


19 We note that Pacific has recently taken steps designed to reduce its investment in the 
first two of these companies. 
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intended that we should apply our expertise as the agency administer- 
ing the Act to safeguard appropriately and effectively the stated 
interests with respect to a]! utility holding companies. 

The opinion by Chairman Casey and Commissioner Loomis rec- 
ognizes that notwithstanding the legislative history to which it refers 
to the effect that a showing of detriment must be clear, the “unless and 
except” clause gives this Commission the power not only to prevent, 
an existing abuse but to provide prophylactic standards designed to 
avoid situations carrying potentiality of abuse. Such recognition is 
inherent in its requirements, which I also would impose, of segregation 
of the non-utility from the utility activities by use of separate corpo- 
rate entities, the restriction of service and other contracts between the 
utility and other system companies to those which are subject to state 
regulatory supervision, and the limitation of the size of the non- 
utility activities in relation to the utility business. The difference in our 
positions is that while I agree that a per se prohibition for exempt 
holding companies of all non-utility activities not meeting the func- 
tional tests of retainability prescribed for registered holding com- 
panies is not warranted under statutory structure, I would not allow 
non-utility activities that are not related or complementary to the 
utility business. In my view such activities would disperse and dilute 
the predominant utility orientation that is necessary for proper pro- 
tection of the statutory interests and tend to impair the stability 
associated by investors with public utility operations. 

I would permit the acquisition or retention by exempt gas utility 
holding companies of subsidiaries engaged in activities related to the 
obtaining of gas supplies, such as exploration and development of gas 
properties, and to the improvement or extension of the gas service in 
the service area, such as through participation in low or moderate 
income housing projects within that area *° or through sale and service 
of gas appliances. I would also permit other activities that can prop- 
erly be viewed as complementary in a significant way to the utility 
operations, such as the ownership and operation of a service company 
of the kind present in the National Utilities case which in addition to 
providing the gas company’s needs for accounting and customer billing 
sells computer time or services to others. But as for activities entirely 
unrelated to the gas business, such as in the case of Pacific the agri- 
culture and rea] estate interests and the financing and leasing activities 
unrelated to gas into which certain of the companies which were 
“utility-related” in their inception have expanded, I am constrained to 
find them impermissible under the Act. They are to my mind in the 


20 See my separate opinion in Michigan Consolidated Gas Company, 44 S.E.C. 361, 367-70 
(1970). 
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same category and fraught with the same danger of injury to the 
public utility investor and consumer interests as the scattered and 
risk-laden ventures that led to the abuses described in Section 1(b) of 
the Act, the recurrence of which I view the “unless and except” clause 
clearly directs this Commission to prevent. 

I would not permit continuation of Pacific’s Section 3(a) (1) exemp- 
tion unless it took steps promptly to divest itself of all its agriculture 
and real estate interests and activities, specifically its interests in 
W. D. Fowler and Sons Corporation, Blue Goose Growers, Inc., Black- 
field Hawaii Corporation, Hawaii Real Estate Service Group, Dunn 
‘Properties Corporation, Fredricks Development Corporation and 
Racific Lighting Properties, Inc. In addition, I would require divest- 
ment of All- Year Weather, Inc. and Uni-Plant Leasing Company, Inc. 
unless-prompt action were taken to terminate the activities of those 
companies-unrelated to the promotion of the gas business. 

Commissioner Hertone : 

I joi in-the opinion of Commissioner Owens except to the extent 
that he would permit exempt gas utility holding companies to ac- 
qiure or retain subsidiaries participating in low or moderate income 
housing projects within their utility service areas. In my judgment, 
such activities cannot properly be viewed as related or complementary 
to utility operations.”* 

The Commission : 

As reflected in the above opinions, we are evenly divided on the issue 
presented in these proceedings whether our prior order exempting 
Pacific and its subsidiary companies from the Act should be continued 
or should be revoked or modified. The absence of a majority’ position 
on that issue has the effect of permitting the existing exemption to 
continue. 

Accordingly, IT IS DECLARED that the existing exemption of 
Pacific Lighting Corporation and its subsidiary companies from the 
provisions of the Public Utility Holding Company Act of 1935 con- 
tinues in effect. 

By the Commission (Chairman Casry and Commissioners OwEns, 
Hertone and Loomis). 


"Cf. Michigan Consolidated Gas Co., 44 S.E.C. 361 (1970), aff'd 444 F. 2a 913 
(C.A.D.C., 1971). 
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FINDINGS, OPINION AND ORDER 


Chairman Casrty and Commissioner Loomis: 

National Utilities & Industries Corporation (“National”) has filed 
an application pursuant to Section 3(a)(1) of the Public Utility 
Holding Company Act of 1935 for an exemption from all provisions 
of the Act except Section 9(a) (2).1 Section 3(a) (1) provides that the 


1 Section 9(a)(2) requires Commission approval pursuant to Section 10 of the Act for 
the acquisition by any person of any securities of any public utility company if such 
person already is an affiliate of another utility and will by virtue of the acquisition also 
become an affiliate of the first company. 


45 S.E.C.—35——17857 
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Commission shall exempt any holding company and its subsidiaries 
if the holding company and its public utility subsidiaries are pre- 
dominantly intrastate in character and carry on their business sub- 
stantially in the state in which the holding company and each such 
subsidiary are organized, “unless and except insofar as it [the Com- 
mission] finds the exemption detrimental to the public interest or the 
interest of investors or consumers.” There is no dispute that National 
and its public utility subsidiary meet the intrastate test under Sec- 
tion 3(a) (1), and the critical issue is thus similar to that presented 
in the companion case of Pacific Lighting Corporation (“Pacific”) ,? 
namely, whether or not National’s ownership of non-utility invest- 
ments and properties unrelated to its gas utility business is detrimental 
within the meaning of the “unless and except” clause so as to require 
a denial of the requested exemption. 

After public hearings,’ briefs were filed by National in support of 
the application for exemption and by the Commission’s Division of 
Corporate Regulation in opposition. In addition, supporting amicus 
curiae briefs were filed by Pacific Lighting Corporation and Peoples 
Gas Co., and a group of New Jersey travel agencies, which were 
granted leave to participate in the hearings, filed a brief in opposition 
to the application. The Board of Public Utility Commissioners of the 
State of New Jersey (“PUC”), which intervened as a party but did 
not participate in the hearings, filed a brief setting forth the scope 
of its jurisdiction over and its regulatory actions involving National 
and its subsidiaries, particularly Elizabethtown Gas Company. There- 
after the Commission heard oral argument. Our findings herein are 
based on our independent review of the record. 

National is a New Jersey corporation organized in February 1969 
by Elizabethtown, also a New Jersey corporation and a gas public 
utility company engaged in the retail distribution of natural gas in 
New Jersey.* Elizabethtown through its corporate predecessors has 
been in existence as a gas utility since 1855. In the 1960’s Elizabeth- 
town considered that its prospects for expansion were limited because 
it served a relatively small territory in the highly urban New York 
metropolitan area which was becoming so saturated that room for 
new home construction was disappearing, and in 1965 it acquired three 
gas companies in a sparsely populated area in northwestern New 
Jersey (the “City Gas Companies”) which were merged into Eliza- 
bethtown in 1969. The City Gas Companies territory has remained 

2See the Commission’s Findings, Opinions and Declaratory Order in that case issued 
this date. Pacific Lighting Corporation, 45 S.E.C. 152 (1973). 

8 National mailed notice of such hearings to all its stockholders of record. 

4 Section 2(a) (4) of the Act defines a gas utility company as “any company which owns 


or operates facilities used for distribution at retail . . . of natural or manufactured gas 
for.heat, light or power.’”’ 
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relatively rural and the growth envisaged for it has not occurred. In 
the meanwhile, Elizabethtown became concerned about its supply of 
natural gas. In 1968 it began receiving notices from its suppliers of 
restrictions with respect to additional natural gas and the possibil- 
ity of curtailments of deliveries on existing supply commitments, and 
in 1970 Elizabethtown notified its own non-residential gas customers 
that gas for increased needs of old customers and for new customers 
would be available only to a very limited extent. Because of these and 
other factors, Elizabethtown decided to diversify into areas outside 
the natural gas business and organized National as a holding com- 
pany to accomplish that purpose. Accordingly, pursuant to a regis- 
tration statement filed under the Securities Act of 1933 and with the 
approval of the New Jersey PUC, National made an exchange offer 
of its stock in April 1969 whereby it acquired all of Elizabethtown’s 
common stock. 

National thus became a holding company, and in June 1969 it be- 
came exempt from all provisions of the Act except Section 9(a) (2), 
pursuant to Rule 2 under the Act by filing a statement asserting that 
it was entitled to the intrastate exemption provided by Section 3(a) 
(1). In December 1970 the Commission gave notice to National that 
a question existed as to whether the exemption may be detrimental to 
the public interest or the interest of investors or consumers, where- 
upon it filed the instant application for exemption under Section 
3(a)(1).° 

Since its organization, in addition to Elizabethtown, National has 
acquired all the outstanding stock of three non-utility New Jersey 
corporations organized by National or Elizabethtown during 1969. 
National Computer Utility Co. (“Computil”) provides data process- 
ing services for Elizabethtown and other customers, principally utility 
companies; ° National Exploration Company (“Exploration”) was 
established to explore for and develop natural gas reserves for Eliza- 
bethtown, and it has engaged in drilling operations in Louisiana and 
Texas;’ National Energy Leasing Company (“Energy Leasing”) 
owns a gas-driven electric generator and two steam generators which 
produce steam for one industrial customer. Energy Leasing also owned 


5 The notice to National, given pursuant to Rule 6, terminated the Rule 2 exemption, but 
under Section 3(c) the filing of the instant application provided an exemption until the 
Commission acts upon it. 

6The creation of Computil enabled Elizabethtown to transfer all its employees engaged 
in data processing, and it no longer has any data processing employees. Computil provides 
all data processing services, including preparation and mailing of customer bills and gen- 
eral accounting services including payroll. Such services are furnished at cost. The 
agreement between Elizabethtown and Computil was approved by the New Jersey PUC. 

7In its 1970 Annual Report, the New Jersey PUC noted with approval the formation of 
Exploration, stating that it favored such initiative in seeking a solution to the gas crisis 
and that similar attempts by other gas distributors would be given whatever encourage- 
ment the PUC could provide. 
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an aircraft which is leased through National to Executive Airlines, 

(“Executive”), a commuter airline operating in New England 
and Florida. National in 1970 also made loans totalling $1,500,000 to 
Executive and acquired an option agreement to purchase 51% of 
Executive’s common stock in exchange for National stock, which it 
subsequently terminated in 1971.* In addition, in December 1970 Eliza- 
bethtown acquired a travel agency located in Plainfield, New Jersey, 
now named E’Town Travel, Inc., for a maximum investment of 
$122,000, assertedly for the purpose of having it operate as an adjunct 
to and thereby reduce the overhead of Elizabethtown’s Semon 
customer service offices. 

For the year ended September 30, 1970, Elizabethtown had operat- 
ing revenues of $40,431,271 and net income of $3,641,332.° At Septem- 
ber 80, 1970, Elizabethtown’s utility plant account was stated at origi- 
nal cost of $81,385,945, its reserve for depreciation at $18,299,715, long 
term debt (less current maturities) at $30,220,000, and common stock 
book equity at $33,394,362. 

As of September 30, 1970, National had consolidated assets of 
$78,490,388, and for the year then ended, consolidated net income of 
$3,478,240. With respect to the investments in the three companies 
principally alleged by the Division to be engaged in non-utility busi- 
nesses functionally unrelated to Elizabethtown’s gas operations, as of 


September 30, 1970, National’s equity investment in Computil (includ- 
ing a note which National guaranteed) was $97,911, constituting .125 
percent of consolidated assets; its advances of $1,400,000 to Executive 
constituted 1.78 percent of consolidated assets; +4 and Elizabethtown’s 
maximum investment in E’Town under the purchase agreement of 
$122,000, would constitute .155 percent of National’s consolidated as- 
sets of $83,150,636 as of September 30, 1971.1? 


8 National stated that it has disassociated itself from any further active involvement 
with Executive and intends to realize whatever it can on its notes due from Executive at 
the earliest opportunity. It appears that Executive filed a petition under Chapter XI of 
the Bankruptcy Act in December 1971, and that National in its Form 10—-K Annual Report 
filed in that month wrote off as uncollectible the $1,500,000 in notes due from Executive. 

® Elizabethtown’s net income for the year ended September 30, 1971 was $3,088,859. 

10In addition to E’Town, Elizabethtown has three other wholly-owned subsidiaries, all 
incorporated in New Jersey: Utility Propane Company, which was acquired in 1965 with 
the City Gas Companies and which sells propane gas at retail and wholesale and gas appli- 
ances at retail; Elizabethtown Sales Associates, Inc., which was organized in 1964 and is 
engaged primarily in the wholesale distribution of gas appliances and equipment to utility 
companies, builders and dealers in New Jersey and Achter Kol Corporation, which was 
formed in 1935 and owns real estate in territory in which Elizabethtown distributes natural 
gas. Achter Kol in turn has a New Jersey subsidiary company, Panther Valley Energy 
Company, which was organized in 1968 and operates a natural gas total energy installation. 

11 National advanced an additional $100,000 to Executive subsequent to September 30, 
1970. 

12In its brief filed in January 1972 National stated that the above investments and 
percentages had not changed materially, and that its then total investment in these three 
companies represented about 2 percent of National’s consolidated assets, while its invest- 
ment in Computil and E’Town combined represented less than .3 percent of consolidated 
assets. 
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Aside from the fact of diversification into non-utility activities, the 
record here does not provide a basis for a finding that an exemption 
pursuant to Section 3(a) (1) in this particular case would be detri- 
mental under the “unless and except” clause. For the reasons stated 
in our opinion in the Pacific Lighting Corp. case, we reject any per se 
rule which would hold that any diversification by an exempt holding 
company into unrelated non-utility activities is in and of itself “detri- 
mental” under that clause just as such activities would without more 
be prohibited to a registered holding company under Section 11(b) (1). 
As we pointed out there, the language of the Act and its legislative 
history demonstrate, as has been recognized by past Commission de- 
cisions, that compliance with the provisions of Section 11(b) (1) of 
the Act, specifically required of registered holding companies, is not 
a prerequisite or condition to an intrastate exemption under Section 
8(a) (1). At the same time, in recognition of the general purpose of 
the Act, we set forth in our Pacific opinion certain general guidelines 
which we would follow in scrutinizing future acquisitions by exempt 
companies with a view to preventing the creation of undue risks or 
abuses which would be detrimental to the public interest or the inter- 
ests of investors or consumers. 

The record before us indicates that National’s non-utility activities 
conform substantially to the limitations inherent in the guidelines 
set forth in our Pacific opinion. The principal activities conducted by 
the National system which are not incidental to its utility operations 
are carried out through separate corporate entities. The service con- 
tract between Computil and Elizabethtown has been subject to the 
supervision and approval of the New Jersey PUC. With the exception 
of the investments in Executive and E’Town, National’s investments 
appear to have been in activities incidental to or complementary to the 
gas utility activities of Elizabethtown. However, although the invest- 
ment in Executive would not at the time it was made have satisfied the 
criteria we set forth in our opinion in the Pacific case, National has 
abandoned any active association with Executive and its sole remain- 
ing interest in that company is to liquidate its claims against it as 
expeditiously as possible. And while it also does not appear that the 
investment in E’Town would have satisfied those criteria, the invest- 
ment in that company represents about .155 percent of National’s 
consolidated assets and is so small as to be considered de minimus. We 
also note that both the total amount and the proportion of National’s 
assets attributable to non-utility activities are less than in the case of 
Pacific. Of consolidated assets of $78,490,388 as of September 30, 1970, 
the assets of the subsidiaries other than Elizabethtown aggregate ap- 
proximately $6,900,000 including the notes receivable from Executive 
or approximately 9% of total consolidated assets. 
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Under all the circumstances, we are unable to find on the basis of 
the record presently before us that an exemption for National from 
provisions of the Act except Section 9(a) (2) thereof would be detri- 
mental to the public interest or the interest of investors or consumers. 
Our conclusion here would be without prejudice, of course, to the 
Commission’s right to re-examine the grant of an exemption in the 
light of any changed circumstances in the future and to revoke or 
limit the exemption on the basis of such circumstances. We would 
require National to notify the Commission in advance of any proposed 
acquisitions that might effect a material change in circumstances. 

Commissioners OwEns and Her.one: 

For the reasons stated in Commissioner Owens’ opinion in the 
Pacific Lighting Corporation case, we would deny the Section 3(a) (1) 
exemption in this case unless National undertook to promptly divest 
itself of its interests in Executive and E’Town. Although we recognize 
that National has no present interest in Executive except to liquidate 
its claim against Executive, we would require the undertaking as a 
formal condition to the exemption to emphasize our position that the 
original investment in Executive was not in conformity with statutory 
standards. 

The Commission: 

As reflected in the above opinions, we are evenly divided on the 
issue whether National’s exemption aplication should be granted with- 
out a requirement for divestment of its interests in Executive and 
E’Town. The absence of a majority position on that issue has the 
effect, under Section 3(c) of the Act, of continuing the exemption 
which National obtained upon filing the instant application until the 
Commission acts on such application. 

Accordingly, IT IS DECLARED that the exemption which Na- 
tional Utilities & Industries Corporation obtained, pursuant to Section 
3(c) of the Public Utility Holding Company Act, upon filing an ap- 
plication for exemption pursuant to Section 3(a) (1) of that Act, con- 
tinues in effect until Commission action upon such application. 

By the Commission (Chairman Casry and Commissioners OwEns, 
Hertone and Loomis). 
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GREAT SOUTHWEST CORPORATION 
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FORM 10-K REPORTS 


Improper Treatment of Transactions as Sales 


Where financial statements in Form 10-K annual reports filed by corpora- 
tion pursuant to Section 13(a) of Securities Exchange Act of 1934 and applicable 
rule thereunder treated certain real estate transactions as sales and recorded 
profits in connection therewith, but it appeared that, though transactions may have 
met formal legal requirements of sale, corporation retained control over manage- 
ment of properties and retained substantially all risk of loss and opportunity for 
gain, held, financial statements materially misleading in treating transactions 
as sales for accounting purposes, and, pursuant to Section 15(c) (4) of Securities 
Exchange Act, corporation required to amend financial statements so as to ex- 
clude profits on transactions and eliminate sales and cost of sales related thereto. 


APPEARANCES: 


Richard H, Rowe, William Gleeson and David H. Belkin, for the 
Division of Corporation Finance of the Commission. 

William A. Norris and Julian Burke, of Tuttle & Taylor, for Great 
Southwest Corporation. 


FINDINGS AND OPINION OF THE COMMISSION 


On May 30, 1972, we issued an order, in proceedings pursuant to Sec- 
tion 15(c) (4) of the Securities Exchange Act of 1934 (“Exchange 
Act”), accepting an offer of settlement submitted by Great Southwest 
Corporation (“registrant”). In that order, to which registrant con- 
sented without admitting or denying the allegations in the Statement 
of Matters of our Division of Corporation Finance, we directed regis- 
trant to file amendments to its Form 10-K annual reports for the fiscal 
years ended December 31, 1968 and December 31, 1969, filed pursuant 
to Section 13(a) of the Exchange Act and Rule 13a-1 thereunder.* 


1Under Section 15(c)(4) of the Exchange Act, we may, if we find material non- 
compliance with Section 13 of that Act or any rule thereunder, require compliance upon 
such terms and conditions as we may specify. Under Section 13 and Rule 13a-1 registrant 
is required to file an annual report for each fiscal year. The requirement that annual reports 
be filed necessarily embodies the requirement that such reports be true and correct. Great 
Sweet Grass Oils Limited, 37 S.E.C, 683, 684, n. 1 (1957). 


45 S.E.C.—34——-9934 
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Those amendments were designed to restate the consolidated financial 
statements in the Form 10-Ks so as to exclude the profits recorded in 
certain sales and eliminate the sales and cost of sales related to those 
transactions. In accordance with our order, we now issue our Findings 
and Opinion with respect to the issues in the case. 

Registrant was in 1968 and 1969 and continues to be engaged in a 
variety of real estate operations. It is a majority owned (approxi- 
mately 91%) subsidiary of the Pennsylvania Company, a subsidiary of 
Penn Central Transportation Company,” which is in turn a subsidiary 
of the Penn Central Company.’ For financial reporting purposes, all 
three “upstream” companies reflect registrant’s results of operations 


with their own in some manner. 


IssvEes INVOLVED 

At issue in these proceedings was registrant’s accounting treatment 
and financial reporting of three real estate transactions in its 1968 and 
1969 Form 10-K reports.’ In two, registrant sold operating amuse- 
ment parks. In the third, registrant sold a parcel of raw land suitable 
for holding for subsequent sale or development and sale. Registrant 
treated all three transactions as reportable sales and accorded revenue 
recognition to the consideration received from the purchasers. The 
Statement of Matters alleged that registrant failed to comply with 
Section 13 of the Exchange Act and the rules thereunder in that the 
financial statements in the Form 10-K reports in question were ma- 
terially misleading in treating the transactions as sales and recogniz- 
ing revenue or profits in connection therewith. 

The accounting principles involved are not new or unique. Ten 
years ago we issued Accounting Series Release No. 95 (December 28, 
1962) (“ASR 95”) to provide guidance in the application of gen- 
erally accepted accounting principles to real estate transactions re- 
ported in financial statements to be included in documents filed under 
the Federal securities laws. In that release we stated, “The recogni- 
tion of profit at the time of sale, in accordance with generally accepted 
accounting principles, is appropriate if it is reasonable to conclude, in 
the light of all the circumstances, that a profit has been realized.” We 
indicated that mere formal compliance with the technical legal re- 
quirements of a sale is not necessarily sufficient to justify revenue 
recognition, and that the substance of a transaction is the controlling 


2On June 21, 1970, Penn Central Transportation Company filed a petition for reorgani- 
zation, pursuant to Section 77 of the Bankruptcy Act, in the U.S. District Court for the 


Eastern District of Pennsylvania. 
3 Penn Central Company was created as a holding company for the stock of Penn Central 


Transportation Company on October 1, 1969. 
4We, as did registrant. will treat it as the narty to the various transactions, although 


one or more of registrant’s wholly owned subsidiaries, rather than registrant itself, may 
have been involved in a particular transaction, 
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consideration. In our opinion, the real estate transactions in question 
in this proceeding involved circumstances of the type discussed in 
ASR 95 and were governed by the principles set forth therein dictat- 
ing that there be no recognition of profit. 


AMUSEMENT PARK TRANSACTIONS 

In 1968, registrant sold its amusement park known as Six Flags 
Over Georgia (“Georgia park”) to Six Flags Fund, Ltd. for $22,980,- 
157 and recorded a profit of $4,813,400 on the transaction. In 1969, it 
sold its other amusement park known as Six Flags Over Texas 
(“Texas park”) to Six Flags Over Texas Fund, Ltd. for $40,000,000, 
and recorded a profit of $17,530,170 on the transaction. 


GEorGIA PARK 

The purchaser of Georgia park was a publicly held limited partner- 
ship formed for the purpose of acquiring the park. At about the time 
of its formation, the purchaser made a public offering of securities, 
registered with this Commission under the Securities Act of 1933, to 
raise funds sufficient for a down payment on the park, a prepayment 
of interest, and other expenses. Other than the funds raised through 
the offering, the purchaser had no significant assets. The purchaser 
made a cash downpayment of $1,500,000, assumed liabilities against 
the park of $480,157, and gave a mortgage note for $21,000,000 bear- 
ing interest of 7%. It also prepaid interest in the amount of $1,470,000. 
Under the terms of the note, the purchaser was required to make only 
interest payments during the five-year period 1969 through 1974. The 
interest payments during that period under the terms of the note were 
$1,249,500 per year. During the period from 1975 through 2004, it was 
required to make principal payments of $700,000 per year and interest 
payments of $759,500 per year. 

Under the terms of the purchaser’s limited partnership agreement, 
the limited partners were not obligated to make contributions to the 
purchaser’s capital in addition to those funds contributed at the time 
of formation. The general partner was not required to contribute any 
capital. Distributions were to be made and taxable income and loss 
allocated by the purchaser on a basis of 99% to the limited partners 
and 1% to the general partner. 

At about the time of the sale of Georgia park to the purchaser, 
registrant entered into an agreement with the purchaser’s general 
partner by which registrant agreed to indemnify the general partner 
in case of certain specified losses, claims, liabilities, damages, and 
expenses attributable to the general partner. 

Contemporaneously with its purchase of Georgia park, the pur- 
chaser contributed the park to Six Flags Over Georgia, Ltd. (“Opera- 
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tor”), a limited partnership formed for the purpose of holding and 
operating the park. The purchaser became the sole limited partner 
of Operator. Other than its contribution of the park, the purchaser 
was not obligated to contribute any capital to Operator. Registrant was 
the sole general partner of Operator but did not contribute any capital 
to it. Registrant was given exclusive control of the management of the 
business and affairs of Georgia park and the purchaser was excluded 
from participating in its management. Moreover, registrant could not 
be removed as general partner of Operator prior to 1997 except 
through dissolution of Operator by court decree, in which event the 
purchaser was required to sell Georgia park. Registrant agreed to 
cause each obligation of registrant as general partner to be performed 
and to pay damages of $3,000,000 if there were a material breach which 
continued for over 90 days. 

Operator’s limited partnership agreement further provided that the 
first $2,100,000 of net cash flow generated by the operation of the park 
(essentially, gross proceeds from the operations of the park and other- 
wise, less operating costs and 10% of the park’s proceeds) was to be 
distributed to the purchaser. Out of such distributions, the purchaser 
was required to make the payments required by the mortgage note. 
In addition, the purchaser entered into an agreement to pay to regis- 
trant 90% of all distributions received by it in excess of $100,000 until 
one-half of the original principal amount of the note was paid. 

After the $2,100,000 distribution to the purchaser, the next $2,100,000 
was to be distributed to registrant. After that, registrant was to re- 
ceive a management fee equal to 3% of the gross proceeds of the park. 
Finally, all remaining cash flow was to be divided and distributed 
on a basis of 70% to registrant and 30% to the purchaser. 

Under Operator’s limited partnership agreement, for tax purposes 
all depreciatior allowable on Georgia park was to be allocated to the 
purchaser. Income (computed without regard to depreciation) was 
to be allocated in proportion to distributions of net cash flow to the 
purchaser and registrant. The purchaser was to be allocated losses 
up to the amount of payments already made by the purchaser less all 
losses already allocated to the purchaser. All other tax losses were 
allocated to registrant. 

According to a pro forma table of taxable income for the eleven- 
month period ended November 30, 1968, registrant, as the result of 
the transaction, would have had net taxable income of $1,232,000 in 

1968. The purchaser, after deduction of depreciation on Georgia park 
and interest expense (the prepaid interest of $1,470,000), would have 
had a tax loss of $1,911,000, of which $1,892,000 or 99% would be 
passed through to the limited partners. 
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TEXAS PARK 

The structure of the Texas park transaction was substantially 
similar to that of the Georgia park transaction. Hence, it is necessary 
only to point out the few differences between the two transactions. 

At the time of the Texas park transaction the purchaser made a 
downpayment of $1,500,000 in cash, assumed indebtedness of $198,415, 
and gave a mortgage note for $38,301,585, bearing interest at 6.5% per 
year. It also prepaid interest in the amount of $3,932,670. During the 
period from 1971 through 2005, the purchaser was required to pay 
interest in the amount of $1,094,331 per year and principal in the 
amount of $1,221,354 per year, constituting aggregate annual payments 
of $2,315,685. 

The operator of Texas park was Texas Flags, Ltd., the sole general 
partner of which was registrant. 

In the Texas park transaction, the purchaser was to receive the 
first $3,900,000 of net cash flow. The additional payments agreement 
was identical in structure to that in the Georgia park transaction, ex- 
cept that it applied only until one-third of the original principal 
amount was paid. After the distribution to the purchaser, the next 
$3,900,000 of net cash flow went to registrant. Otherwise, the distribu- 
tion schedule was identical in structure to the schedule in the Georgia 
park transaction. 

The provisions for allocation of depreciation and taxable income 
were substantially the same as those in the Georgia park transaction. 
The purchaser was to be allocated losses up to the amount of payments 
already made by the purchaser less all losses already allocated to the 
_purchaser. 

The pro forma table of taxable income for the twelve-month periods 
ending December 31, 1967 and December 31, 1968 indicated that the 
purchaser would have had net tax losses of $873,000 in 1967 and $1,- 
525,000 in 1968, Registrant would have had no income or losses for tax 
purposes in either year as a result of the transaction. 


APPLICATION OF ASR 95 TO AMUSEMENT PARK TRANSACTIONS 


In ASR 95, we stated that a prerequisite to revenue recognition is an 
effective exchange or conversion. In most sale transactions, of course, 
it is clear that an exchange of economic interests is effected. In certain 
transactions, however, even thought the formal legal requirements of 
a sale are met, the terms of the transaction or the surrounding circum 
stances are such that there has not been a sufficient exchange or con- 
version, in economic terms, with respect to the seller’s interest in the 
property to justify treating the transaction for financial reporting pur- 
poses as a sale on which profit may be recognized.° 


5 Of. Brian-Lloyd Co., Inc., 45 S.B,C. 33 (1972) ; Major Realty Corporation, 44 S.BE.C. 
535 (1971). 


246-829 0 - 79 - 13 





178 SECURITIES AND EXCHANGE COMMISSION 


One of the aspects of an exchange which was missing from the amuse- 
ment park transactions but necessary for an effective economic con- 
version was the transfer of control. In its role as the sole general part- 
ner of the operators, which it assumed immediately upon the transfer 
of the amusement parks, registrant continued to have, in a functional 
sense, essentially the same type and degree of control over the business 
and management of the amusement parks as it had before. Moreover, 
because the terms of the operator’s limited partnership agreements 
did not provide a practical means for the purchasers to effect removal 
of registrant as general partner prior to 1997, registrant’s control was 
secure. 

The other critical aspect of an exchange which was missing from the 
transactions was the transfer to the purchasers of the risk of loss and 
opportunity for gain. Registrant continued to bear substantially all 
of the risk of loss. Neither the purchasers nor their general of limited 
partners were personally liable under the mortgage notes given to reg- 
istrant, all further payments on the mortgage notes were to be made 
from the net cash flow distributions generated by the parks. If the 
operation of the parks did not produce sufficient funds to pay off the 
mortgage notes, registrant’s only remedy would be to sell or recover 
the unsuccessful parks. It could not look to the limited partners of the 
purchasers. Moreover, registrant retained substantially all of the op- 
portunity for gain. The accelerated payment provisions assured that, 
at least in early years after the transactions, registrant would re- 
ceive almost the entire cash flow distributions made to the purchasers. 
More importantly, the distribution schedules were designed to assure 
that registrant would receive, in all probability, the entire increase, if 
any, in the net cash flow generated by the amusement parks. Accord- 
ing to pro forma statements of net cash flow and distribution thereof in 
the registration statement filed by the purchaser of Texas park, the 
purchaser would have received $3,900,000 in 1967 and in 1968, and 
registrant nothing. If in the future Texas park generated more than 
$3,900,000 of net cash flow, registrant would receive the next $3,900,000 
and then a management fee of 3% of gross proceeds (pro forma com- 
putations of 1967 and 1968 gross proceeds, including loans from regis- 
trant, would have been $11,824,000 and $14,650,000, respectively ). Thus, 
even if the net cash flow were more than double what it was in 1967 and 
1968, registrant would receive all of the increase. The situation in the 
Georiga park transaction was similar. The pro froma computation for 
the eleven-month period ended November 30, 1968, which was included 
in the registration statement filed by the purchaser, indicated that in 
1968 the purchaser would receive $2,100,000 and registrant $1,010,000. 
Thus, if Georgia park generated any additional cash flow in the future, 
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registrant would receive the next $1,090,000 of net cash flow, then a 
management fee of 3% gross proceeds (thé pro forma statements in- 
dicated that in 1968 the gross proceeds, including loans of $3,683,000 
from registrant, would have been $13,124,000), and 70% of all cash 
flow thereafter, if any. For all practical purposes, it appears that reg- 
istrant would be the beneficiary of any growth in the profitability of 
the amusement parks, and the purchasers’ profit would probably be 
limited to the amounts of the initial distributions to them (either $2.- 
100,000 or $3,900,000) less payments to registrant on the mortgage 
notes and other expenses. 

When the elements of control and of retention of risk and oppor- 
tunity for gain are considered together, it becomes apparent that 
registrant’s position with respect to the amusement parks did not 
substantively change because of the sale transfers. The timing and 
amount of its ultimate gain were largely dependent upon its own 
efforts in managing and operating the amusement parks and were 
neither determined by, nor limited to, the sales prices. Thus, in eco- 
nomic terms, true exchanges did not take place, and it was therefore 
not proper for financial reporting purposes to accord sale treatment 
and revenue recognition to the transactions, and the financial re- 
ports were materially misleading in doing so. 


Raw LAND TRANSACTION 


In 1968 registrant sold a parcel of undeveloped real estate called 
the Bryant Ranch for $31,000,000. Registrant recorded the transac- 
tion as a sale with a profit of $8,588,176 in 1968 and, as explained 
below, deferred a profit of $827,833 until 1969. The purchaser was 
Saddleback Investment Company, a limited partnership formed to 
purchase the land. The purchaser made a cash downpayment of 
$600,000 (approximately 2% of the purchase price) and a prepay- 
ment of interest of $5,400,000 (equivalent to approximately 17% of 
the purchase price). The purchaser also gave registrant a note for 
$30,400,000, bearing interest at 7% per year. Under the terms of the 
note, the purchaser was to make no principal payments during the 
first 15 years after the transaction (1969 through 1983). During that 
time, it would make interest payments of $1,000,000 per year (less 
than the simple interest of $2,128,000 per year earned under the terms 
of the note). During the five succeeding years beginning in 1984, the 
purchaser was to pay all the principal of the note in five installments 
averaging $6,080,000 per year and the accrued but unpaid interest 
as well as the current interest in equal installments of $3,638,277 per 


SAt the time of the transaction, registrant owned 15% of the limited partnership 
interests in the purchaser. As a result, part of the profit on the transaction was not 
recognized in 1968. The amount deferred was recognized in 1969 when registrant sold its 
interests in the purchaser. 
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year. Neither the purchaser, its general partner, nor limited partners 
were liable on the note, the sole recourse of registrant, or any subse- 
quent note holder, being against the Bryant Ranch. The property was 
mortgaged to registrant, with parcels to be released upon payment 
of a pro rata amount. 

The purchaser contributed the Bryant Ranch to a limited partner- 
ship, Oaks Investment Company (“holding partnership”), which was 
formed to hold the property for sale or development. Registrant be- 
came the general partner and the purchaser the limited partner of 
the holding partnership. Registrant was given complete control of 
the management of the holding partnership and could not be re- 
moved as general partner except through dissolution of the partner- 
ship by court decree. The purchaser’s contributions to capital were 
its interest in the Bryant Ranch, all future payments of principal 
and interest on the note, and all real estate taxes and assessments on 
the Bryant Ranch (estimated to range from $190,000 to $310,000 per 
year from 1969 through 1988). Registrant’s capital contribution was 
to be sufficient funds to develop all recreational facilities to be con- 
structed on the Bryant Ranch, 400 finished lots to be distributed to 
the limited partners of the purchaser, and an access highway and 
water system sufficient for 15,000 dwelling units. 

The holding partnership was to hold the Bryant Ranch for sale 
or for development and sale. It was expected that the Bryant Ranch 
would be ready for development during the period from 8 to 15 years 
after the transaction. Under the terms of the agreement, no part of 
the Bryant Ranch could be sold during the first three years after the 
transaction. Thereafter, until development, registrant had a right of 
first refusal on the property on the same terms as any offeror. The 
Bryant Ranch was to be held by a trustee, which would release the 
property on a pro rata basis upon any payment by the purchaser. If 
the Bryant Ranch were not sold within 8 years, registrant was to 
draw up development plans for the purchaser’s approval. If the pur- 
chaser approved the plans, registrant was to use its best efforts to 
develop the Bryant Ranch. If the purchaser rejected the plans, and 
a redraft by the registrant was also unacceptable, registrant could 
offer to sell its interest in the holding partnership to the purchaser 
for $2,000,000 or to purchase the purchaser’s interest in the holding 
partnership for the amount of its capital contribution plus 10% in- 
terest. If the purchaser rejected the offer, the holding partnership 
would continue, except that registrant would be relieved of its obliga- 
tion to build an access highway and a water system. 

The holding partnership took the property subject to the note given 
by the purchaser to registrant. Accordingly, any proceeds from the 
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sale of the Bryant Ranch were first to be used to pay off the note and 
any accrued interest. Thereafter, the purchaser was to receive a refund 
of its capital contribution plus 10% per annum simple interest. By 
way of example, it can be pointed out that at the end of three years 
(the first time at which the Bryant Ranch could be sold), the total 
capital contributions by the purchaser were scheduled to be $9,365,000. 
The interest on such contributions would be $2,130,000. Similarly, at 
the end of eight years (when development plans would have to be sub- 
mitted) the amounts would be $15,212,000 and $7,976,100. At that time, 
registrant and the purchaser were to divide all net proceeds equally. 

Until the sale or development and sale of the Bryant Ranch, it was 
to be leased to a recreational club owned and operated by registrant. 
The limited partners of registrant were to be permitted to join and 
maintain membership in the club for a fee less than that to be charged 
others. 


APPLICATION OF ASR 95 To Raw LAND TRANSACTION 


Applying the tests of ASR 95 to the Bryant Ranch transaction, there 
was not a sufficient conversion of either registrant’s or the purchaser’s 
interest in the property to justify sale treatment of the transaction. 

Despite the formal aspects of the transaction, immediately after the 
sale registrant had essentially the same type and degree of control as 
it had prior to the transaction. As general partner of the holding 


partnership, registrant had complete control over the business and 
affairs of the Bryant Ranch, including drawing up and carrying out 
any development plans. Because registrant could not be removed as 
general partner except by decree of court, its control was secure. More- 
‘over, registrant’s right of first refusal, the restrictions on the limited 
partners’ rights to authorize sale of the property (such as no sales for 
the first three years), and registrant’s powers as general partner in 
selling and developing the property indicate that registrant had sub- 
stantial control over any subsequent sale of the Bryant Ranch. 

In addition, registrant continued after the sale of the Bryant Ranch 
to have access in large part to many of the opportunities for gain 
and to be exposed to many of the risks of loss it had before the trans- 
action. The opportunities resulted from its retention of a 50% equity 
interest in the property. Under the holding partnership agreement, 
registrant and the purchaser were to share equally in any proceeds 
of the Bryant Ranch after the note to registrant was paid and the 
purchaser recovered its capital contribution plus interest. The risks 
resulted from the fact that there was no assurance that the note would 
be paid because only a minimal down payment was made, all other 
principal payments were deferred for fifteen years, and there was no 
personal liability on the note. 
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When registrant’s control and retention of risks and opportunities 
are considered together, it becomes apparent that the timing and 
amount of registrant’s ultimate gain was to a large extent dependent 
upon its own effort in selling or developing and selling the property. 
Moreover, the timing and amount of that gain was neither determined 
by, nor limited to, the sale price. 

Similarly, it is obvious that the sale of the Bryant Ranch did not 
result in an effective exchange of the purchaser’s interest because of the 
purchaser’s failure to assume the risks of ownership and because of the 
limitations on its possible profit. Ordinarily, it may be presumed that 
a purchaser has assumed the risks of ownership if he makes a substan- 
tial initial commitment of funds and then amortizes the remaining 
obligation on the basis of at least level payments over a term of years 
no longer than usual for such transactions. In the Bryant Ranch trans- 
action the purchaser did neither. The initial payment did not con- 
stitute a substantial commitment for several reasons, The bulk (90%) 
of it was denominated interest and was deductible for tax purposes by 
the limited partners of the purchaser, thus reducing their actual dollar 
costs. In addition, the large interest payment was not of the type which 
could be characterized as additional sales proceeds, thereby represent- 
ing a financial investment by the purchaser. Finally, the interest por- 
tion of the initial payment was not maintained annually in an advance 
position and, accordingly, could not be viewed as a substitute for 
principal payments. 

Moreover, the annual payments by the purchaser were not suffi- 
ciently large to indicate a genuine assumption of risk. As we have 
seen, during the first fifteen years of the holding partnership, the 
purchaser was scheduled to make no payments of principal other 
than the downpayment, and its required payments of interest were 
substantially lower than the simple interest accrued on the note. The 
principal payments and the accrued but unpaid (as well as the cur- 
rent) interest payments were telescoped into a five-year period be- 
ginning in the sixteenth year after the transaction. Significantly, 
there was no personal liability on the purchaser’s note, and it was ex- 
pected that the Bryant Ranch would be ready for development by at 
least the eighth and no later than the fifteenth year. It appears from 
the manner in which the transaction was structured that the purchaser 
would never be required to make a substantial commitment of its own 
funds, but would meet its obligations to registrant from the proceeds 
of the ultimate disposition of the Bryant Ranch. A fair characteriza- 
tion of the purchaser’s payments to registrant and of real estate taxes 
during the first fifteen years would be “carrying costs.” In view of 
the minimal amount of such payments, it appears that the purchaser 
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was merely supplying registrant with funds to defray registrant’s 
costs in carrying the land until it could be sold or developed and sold. 

In addition, the purchaser’s possible profit from the ultimate dis- 
position of the Bryant Ranch was subject to limitations. This, of 
course, results from registrant’s retention of an equity position in the 
property, and indicates that there was not a sufficient conversion of 
interests. Thus, if proceeds from the disposition of the Bryant Ranch 
remain after the note given to registrant is paid and the purchaser is 
repaid with interest, the purchaser must share the proceeds on an 
equal basis with registrant. But it is also important to note that, prior 
to such a division of proceeds, the purchaser is to recover its capital 
contribution (its payments to registrant and of taxes) plus 10% simple 
noncompounded interest. The nature and priority of this return sug- 
gests that the purchaser’s actual function in the transaction was that 
of a lender or mortgagee, as is further evidenced by the fact that the 
purchaser was merely advancing to registrant the carrying costs on 
the property. 

Under the circumstances, we conclude that the Bryant Ranch trans- 
action did not involve an effective exchange and that it was materially 
misleading to treat it as a sale and recognize revenue in connection 
therewith.’ 


RESTATEMENT OF FINANCIAL STATEMENTS 


Recognizing that any restatement of the financial statements con- 
tained in registrant’s 1968 and 1969 Form 10-K reports would involve 
a certain awkwardness because of the inherent tension between form 
and substance in the three real estate transactions, we ordered restate- 
‘ment on the basis offered by registrant, z.e., that the land was not sold 
but was contributed to a joint venture, which we considered would 
adequately reflect the true economic nature of the transactions. We 


7 We note that one of the illustrative cases described in ASR 95 involved a situation which 
is essentially identical in substance to the Bryant Ranch transaction and in which we 
deemed it inappropriate to recognize gross profit as having been realized at the time of the 
sale. The text of that illustrative case is as follows: 

On the last day of its fiscal year a registrant engaged principally in the development of 
real estate sold a block of 1,000 lots to a nonaffiliated construction company for $1 million, 
receiving a cash payment of $100,000 and a non-recourse note of $1 million, due in 1 year, 
secured only by ‘the lots transfered. Interest was limited to 6 percent for 1 year or $120 per 
house. A profit of $500,000 before taxes was recorded on the transaction. 

The transaction was subject to, among others, the following conditions and arrangements: 

a. Each lot was to be released upon payment of $1,000 plus interest at the time of 
closing the sale of a house and lot. 

b. The registrant was to make the determination of when the houses were to be 
constructed and to arrange the construction loans. 

e. The registrant was to be exclusive sales agent for the construction company, 
arrange financing and conduct closings with the home buyers. 

d. The construction company was to be paid a maximum of $500 profit and an 
additional $100 to cover overhead expenses on each house sold. Profits to be received 
by the construction company were to be applied against the note owed to the 
registrant. 
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ordered (1) that registrant’s investment in the managed partnerships 
initially be reflected in registrant’s consolidated accounts at an amount 
equal to the net book value of the assets transferred by registrant ; that 
costs incurred incident to the three transactions, representing sales 
commissions and other related costs, be added to registrant’s invest- 
ment accounts; that, in the case of the Bryant Ranch, the costs of con- 
structing recreational facilities and finishing the 400 unimproved lots 
also be accrued as additions to the investment account; and that initial 
cash payments made to registrant by the purchasers be deducted from 
the investment accounts; (2) that operations of the managed partner- 
ships be combined with operations of registrant, and that the pur- 
chasers’ shares of earnings be reflected as a deduction in registrant’s 
statement of operations; (3) that, in the case of the two amusement 
parks, registrant’s investments in the managed partnerships be 
amortized as a charge to income over the life of the underlying assets 
(not to exceed the period of the agreement establishing the venture) ; 
and (4) that, in the case of the Bryant Ranch, any future expenditures 
made by registrant (e.g., cost of formulating or implementing a devel- 
opment plan) be added to the investment account and any future pro- 
ceeds received by registrant (e.g., sales of lots) be deducted from the 
investment account, and no profit be recognized until registrant’s 
entire investment has been recovered. 

We wish to make it clear that the above method of restatement was 
not the only or necessary way to account for the transactions. Other 
methods, so long as they reflected the true economic nature of the 
transactions, would have heen equally acceptable. The essential point, 
and we emphasized in ASR 95 and here, is that the method of account- 
ing should reflect the economic realities of the transactions.® 

By the Commission (Chairman Casey and Commissioners OwEns, 
Hertone and Loomis). 


8In its offer of settlement, registrant agreed to send a copy of our Findings and Opinion 
to its shareholders prior to the next annual meeting of shareholders. 
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IN THE MATTERS OF 
MERRILL LYNCH, PIERCE, FENNER & SMITH 
INCORPORATED ET AL.* 

File No. 38-1958. Promulgated January 24, 1978 
Securities Exchange Act of 1984—Sections 15(b), 15A and 19(a) 


BROKER-DEALER PROCEEDINGS 


Grounds for Remedial Action 
Sale of Unregistered Securities 
Failure of Supervision 


Where branch office of registered broker-dealer and its sales manager, and 
associate of other broker-dealer firms, sold unregistered securities in violation 
of Securities Act of 1933, and officer in charge of branch office failed to exercise 
reasonable supervision over sales manager to prevent his violations, held, under 
circumstances, in public interest to suspend operations of branch office and 
impose suspensions on individuals. 


APPEARANCES: 


Joseph F. Krys and Matthew J. Zale, of the Denver Regional Office 
of the Commission, for the Division of Enforcement. 

Richard C. Casey, of Brown, Wood, Fuller, Caldwell & Ivey, for 
Merrill Lynch, Pierce, Fenner & Smith Incorporated, John Clarke 
and George Stromberg. 

Sanford M. Ehrmann, for Theodore Avchen. 


FINDINGS, OPINION AND ORDER 


Following hearings in these private proceedings pursuant to Sec- 
tions 15(b), 15A and 19(a) of the Securities Exchange Act of 1934, the 
hearing officer issued an initial decision in which he concluded that 
Merrill Lynch, Pierce, Fenner & Smith Incorporated (“Merrill 
Lynch”), a registered broker-dealer, should be suspended from mem- 
bership on the Salt Lake Stock Exchange (“SLSE”) for 5 business 
days; that John Clarke and George Stromberg, then employed in a 
Merrill Lynch branch office in Salt Lake City, should be suspended 
from association with any broker-dealer for respective periods of 10 
and 5 business days; and that Theodore Avchen, who was associated 


*John Clarke ; George Stromberg ; Theodore Avchen 
45 S.E.C.—34——9959 
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with other broker-dealers, should be barred from any such association 
with the proviso that, after six months, he could become so associated 
in a supervised capacity upon ap. appropriate showing of adequate 
supervision. We granted respondents’ petitions for review as to various 
issues, and, purusant to Rule 17(g) of our Rules of Practice, ordered 
review of the hearing officer’s decision with respect to all other issues 
which were before him concerning respondents. Respondents and our 
Division of Enforcement filed briefs and we heard oral argument. Our 
findings are based upon an independent review of the record. 


MERRILL LYNCH, CLARKE AND STROMBERG 

The hearing officer found that in August 1968, Merrill Lynch and 
Clarke, who was sales manager of the Merrill Lynch branch office,’ 
willfully violated Sections 5(a) and 5(c) of the Securities Act of 1933 
by selling 10,000 shares of unregistered common stock of Mountain 
States Development Company, Inc. (“Mountain”) for the account of a 
customer, one Harry Feder. He further found that Stromberg, a Mer- 
rill Lynch vice-president and manager of that office, failed reasonably 
to supervise Clarke with a view to preventing his violations. The 
pertinent facts are as follows. 

Feder, a geologist, aquired the Mountain stock as part payment for 
a transfer by him to Mountain in February 1968 of the royalty interest 
in a certain oil and gas lease. On August 12, 1968, he went to Merrill 
Lynch’s office where he told Clarke how he had acquired his shares 
and showed him a copy of his contract with Mountain which, among 
other things, provided that Feder would receive “free and clear” 
shares of “registered” Mountain stock. He also told Clarke that he 
had consulted an attorney to ensure that he would obtain stock that 
could be sold at any time and that he now wished to sell because six 
months had elapsed and his profit would therefore qualify as a long- 
term capital gain for Federal income tax purposes. Clarke admitted 
he was “not aware of [Mountain] or anything about it.” He tele- 
phoned Mountain’s transfer agent, a Mountain employee, who assured 
him that Feder’s shares were “fully registered” and would be trans- 
ferred if Feder sold them, and Mountain’s former attorney who stated 
that the company’s intention had been to deliver to Feder “fully reg- 
istered free and tradeable stock.” Clarke then executed Feder’s order to 
sell 5,000 shares. 

Later the same day, Feder approached another broker, a member of 
the SLSE’s board of Governors, with respect to selling the remainder 
of his Mountain shares. After Feder explained the circumstances of 
his acquisition and exhibited his contract, that broker stated that the 
sale of Feder’s stock might be “in a gray area” and that there was a 


1 Clarke is now manager of Merrill Lynch’s branch office in Vancouver, British Columbia. 
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doubt in his mind as to whether the stock was “free trading” since 
Feder had received it from the issuer in exchange for property. He 
refused to handle the sale and advised Feder to consult an attorney. 
Instead, Feder returned to Merrill Lynch and reported to Clarke what 
the other broker had said. Clarke again checked with the transfer 
agent who repeated his assurances. He then went to Stromberg and 
told him of his sale of 5,000 Mountain shares for Feder and that he 
had become concerned about the stock, but stated that in view of the 
statements of the transfer agent and the company’s attorney with re- 
spect to Feder’s shares and the fact that the agreement between Moun- 
tain and Feder pursuant to which the latter had acquired his stock 
obligated Mountain to give Feder fully registered shares, he felt Mer- 
rill Lynch’s requirement had been satisfied. Stromberg considered that 
Clarke’s inquiries had been sufficient, and he neither made nor directed 
any further inquiry. Clarke then sold the remaining 5,000 shares of 
Feder’s stock. 

No registration statement under the Securities Act was filed or in 
effect with respect to Mountain stock at the time of Feder’s sales, and 
so such sales were in violation of Sections 5(a) and 5(c) of the Act 
unless an exemption applied to them. It is well settled that those claim- 
ing an exemption from the general policy of the Securities Act re- 
quiring registration have the burden of proving its availability. That 
burden was not sustained here. 

Respondents argue first that Feder’s sales were exempt under Sec- 
tion 4(1) of the Securities Act as transactions by a person other than 
an issuer, underwriter or dealer. However, while Feder was not an is- 
_suer or a dealer, he was an underwriter and the Section 4(1) exemp- 
tion was therefore not available. Section 2(11) of the Securities Act 
defines underwriter to include any person who purchases securities 
from an issuer with a view to distribution, and Feder acquired his 
shares from the issuer with a view to reselling them to the public. Re- 
spondents contend that Feder should not be held to be an underwriter 
because he was a victim of Mountain’s fraudulent scheme to distribute 
its unregistered stock; that, in any event, he did not acquire his shares 
with a view to distribution; and, finally, that his sale of only 10,000 
shares was too small to constitute a “distribution” and was simply a 
trading transaction in the after-market by a member of the public. We 
cannot agree. The fact that Feder may have been “defrauded” did not 
entitle him to an exemption from the registration requirements or alter 
his status as a statutory underwriter.’ As the hearing officer concluded, 

29.8.0. v. Ralston Purina Co., 346 U.S. 119 (1953) ; 8.2.0. v. Culpepper, 270 F. 2a 241, 
246 (C.A. 2, 1959) ; Pennaluna & Co., Inc., v. S.E.C., 410 F. 2d 861, 865 (C.A. 9, 1969), 
cert. denied, 396 U.S. 1007 (1970). 


3 Quinn and Company, Inc., 44 S.E.C. 461, 465 (1971), aff'd 452 F. 2d 943 (C.A. 10, 
1971), cert. denied, 406 U.S. 957 (1972). 
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Feder had no intention of holding his Mountain stock for investment 
at the time he acquired it, his chief concern in selling his royalty in- 
terest to Mountain being an attempt to make certain that the Moun- 
tain stock he obtained in exchange could be sold immediately. The 
fact that only 10,000 shares were involved did not make Feder’s sales 
any the less a public distribution requiring registration under the 
Securities Act,‘ and sales by a person who obtained his shares from 
the issuer cannot be likened to ordinary trading activity. 

Respondents further argue that Merrill Lynch’s sales on Feder’s be- 
half were exempt as dealers’ transactions under Section 4(3) of the 
Securities Act or brokers’ transactions under Section 4(4),° and that, 
in any event, any violations committed were not willful. The dealers’ 
exemption, however, is not available to a dealer selling unregistered 
securities for an underwriter, and neither is the brokers’ exemption 
when the broker knows or has reasonable grounds to believe that his 
principal is an underwriter.* Here Clarke not only knew that Feder 
was selling shares that he had recently acquired from the issuer, but 
also that another broker had refused to handle the sale. And it is well 
established that a finding of willfulness under the Exchange Act does 
not require that we find an intent to violate, but merely an intent to 
do the act which constitutes a violation.” As we have previously stated, 
brokers have a responsibility to be aware of the requirements neces- 
sary to establish an exemption from the registration requirements of 
the Securities Act, and should be reasonably certain that such an ex- 
emption is available before engaging in transactions which raise a 
question of compliance with those requirements.’ In view of his knowl- 
edge as to the source of Feder’s shares, Clarke clearly was not entitled 
to rely on the self-serving representations of the issuer and its agents 
that Feder’s stock was free trading, especially in light of the other 
broker’s refusal and his own lack of knowledge about the company.° 

4 Gilligan, Will & Oo. v. 8.H.C., 267 F. 24 461, 466-7 (C.A. 2, 1959), cert. denied, 361 
U.S. 896 (1959) ; Quinn and Company, Inc. v. 8.H.C., 452 F. 2d 948, 946 (C.A. 10, 1971), 
cert. denied, 406 U.S. 957 (1972). Respondents’ citation of former Rule 154 under the 
Securities Act pertaining to certain distributions on behalf of controlling persons is 
inapposite. 

5 Subject to certain exceptions, Section 4(3) provides an exemption for a dealer as to 
trading occurring after a period of distribution. Section 4(4) exempts brokers’ transactions 
executed upon customers’ orders but not the solicitation thereof. 

® Quinn and Company, Inc., 44 §.B.C. at 466-468 ; Stone Summers ¢ Company, 45 S.E.C. 
105, 107 (1972). 

7 See Tager v. S.E.C., 344 F. 2d 5, 8 (C.A. 2, 1965), and cases there cited. 

8 See, e.g., Strathmore Securities, Inc., 48 S.E.C. 575, 582 (1967); Mark H. O’Leary, 
43 S.E.C. 842, 848 n. 1 (1968). As two Courts have stated, “Brokers and salesmen are 
under a duty to investigate and their violation of that duty brings them within the term 
willful.” Hanly v. S.EZ.0., 415 F. 2d 589, 595-6 (C.A. 2, 1969) ; Quinn and Company, Inc. 
v. S.E.C., supra, 452 F, 2d at 947. 


®See Securities Act Release No. 4445 (February 2, 1962); Securities Act Release No. 
5168 (July 7, 1971). 
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We conclude, as did the hearing officer, that Merrill Lynch and Clarke 
willfully violated Sections 5(a) and 5(c) of the Securities Act. 

Stromberg argues that the hearing officer’s finding that he failed to 
exercise reasonable supervision over Clarke rests on the improper as- 
sumption that a finding of violation is sufficient per se to support a 
finding of inadequate supervision, and that no such finding can be 
made against him, particularly since he observed the supervisory pro- 
cedures set forth in Merrill Lynch’s Operations Manual.*° 

The Merrill Lynch Manual in effect at the time of the Feder transac- 
tions provided that the office manager “must find an exemption under 
the Act for any proposed sale when he has reason to believe or if cir- 
cumstances indicate that the customer offering the security for sale 
may be * * * an ‘underwriter’ as indicated in the Act.” We cannot 
accept Stromberg’s assertion that he was unaware of any such circum- 
stances. As noted above, Stromberg was informed by Clarke that Feder 
had acquired his shares pursuant to an agreement with the issuer, a cir- 
cumstance strongly indicating that Feder might be a statutory under- 
writer. Yet, Stromberg made no further inquiries and did not “find 
an exemption” under the Securities Act for Feder’s sales. We conclude 
that Stromberg failed to exercise reasonable supervision over Clarke 
with a view to preventing his violations. 


AVCHEN 


The hearing officer found that during the period May to August 
1968, Avchen, while associated with two broker-dealer firms, willfully 
violated the above registration provisions of the Securities Act by sell- 
ing unregistered Mountain stock both on behalf of Manhattan- West 
* Corporation (“MWC”) and two of its principals, William Nathan and 
Larry Mills, and for his own account. 

MWC and its principals acquired 150,000 shares of Mountain stock 
in May 1968 pursuant to an agreement with Mountain involving the 
exchange of 250,000 shares of a company controlled by MWC for the 
Mountain stock and a battery manufacturing company owned by 
Mountain. MWC originally wanted cash instead of stock but accepted 
the stock, which was represented to be “free trading,” and advised 
Mountain that it would be sold. During the period May 23 to June 10, 
1968, Avchen sold 58,000 shares of Mountain stock on behalf of Nathan 
and Mills. Avchen was informed that his principals had acquired their 
stock in connection with MWC’s purchase of a battery company from 
Mountain, but accepted their representation that the stock was free 
trading and made no independent inquiry before commencing sales. 

10 Section 15(b)(5)(E) of the Exchange Act provides that no finding of supervisory 


failure may be made if proper supervisory procedures and a system for applying them have 
been established, and the supervisor reasonably complied with his obligations thereunder. 
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In June 1968, Nathan, claiming that certain representations made 
by Mountain’s president with respect to the battery company had been 
incorrect, arranged with him for MWC to receive an additional 100,000 
shares of Mountain stock for $54,000. Under the terms of the arrange- 
ment, after MWC had sold enough shares to recover its cost, it was to 
deliver half of the remainder to the finder of the Mountain-MWC 
transaction to pay him the fee owed by Mountain, and could then sell 
the other half to raise additional capital for the battery company. 
Nathan and another principal of MWC informed Avchen that MWC 
was purchasing the 100,000 share block from Mountain and, in order 
to raise part of the money required for the purchase, offered to sell him 
25,000 of the shares. The offer included a guarantee that Avchen’s 
cost per share would be 1214¢ less than the “going market price” for 
a certain period, and a warranty that Mountain acknowledged the 
shares to be free trading. Avchen discussed his proposed purchase 
with another officer of his broker-dealer firm who, at Avchen’s request, 
telephoned his personal attorney. The attorney gave his “curbstone” 
opinion that Avchen could proceed if he made sure that the stock 
being purchased was free trading and not control stock, but stated 
that Avchen should consult his own counsel if he had any questions. 
Avchen was advised by Nathan and another MWC principal that the 
stock he was purchasing was not control stock and, when he was clos- 
ing the transaction at MWC’s office, inquired of Mountain’s transfer 
agent who stated that the certificates delivered to him were free trad- 
ing. In the period June-August 1968, Avchen sold the 25,000 shares of 
Mountain stock for his own account and 9,000 shares on behalf of 
MWC. 

Avchen argues that his sales were exempt under Section 4(1) since 
he was not an underwriter, dealer or issuer but merely a supervised 
registered representative ; that in any event his sales for MWC and its 
principals were exempt under Section 4(4) since he did not know or 
have reason to know he was selling for underwriters; and that any 
violations by him were not willful. 

These contentions are without merit. It is clear that Avchen was a 
statutory underwriter with respect to the shares he sold for his own 
account.’ No section 4(1) exemption was available to him for the 
stock he sold on behalf of MWC, Nathan and Mills who were also 
underwriters, since that Section exempts neither distributions by un- 
derwriters nor the acts of persons who engage in steps necessary to 
such distributions.’ Nor was any Section 4(4) exemption available to 

14 Under Section 2(11) of the Securities Act, an underwriter includes any person who 
purchases from an issuer with a view to the distribution of any security or participates 


in any such undertaking. 
12 Quinn and Company, Inc., 44 S.E.C. at 466-467. 
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Avchen. He should have realized that his principals might be under- 
writers since they had acquired their stock in transactions with the 
issuer, but he made no independent inquiry before engaging in sales on 
their behalf. As we noted earlier with respect to the Merrill Lynch 
transactions, brokers have a responsibility to be aware of the require- 
ments necessary to establish an exemption from registration require- 
ments. Avchen clearly failed to meet that responsibility here. Not 
only did he accept the self-serving statements of his principals in 
connection with their sales of Mountain stock, but the inquiries he 
made with respect to resale restrictions on the stock he purchased for 
his own account were inadequate. Moreover, he should have been 
aware of those restrictions on the basis of the information he already 
possessed. We conclude that Avchen willfully violated Sections 5(a) 
and 5(c) of the Securities Act. 


PuBLIc INTEREST 


The Merrill Lynch respondents argue that the sanctions imposed 
on them are unwarranted. They assert that the 10,000 shares sold by 
Merrill Lynch were an insignificant part of the overall illegal distri- 
bution of Mountain stock and that if the Commission and the SLSE 
had acted more promptly, their violations would not have occurred.?® 
Merrill Lynch further contends that Section 19(a)(3) of the Ex- 
change Act empowers this Commission to suspend members from an 
exchange only for violations of that Act and, therefore, that the 
sanction imposed by the hearing officer for violations of the Securities 
Act is without statutory basis.'* 

_ The registration provisions that were violated by respondents set 

forth basic requirements of the securities laws for the protection of 
investors, and we have stressed the responsibility of broker-dealers to 
prevent their firms from being used as conduits for illegal distribu- 
tions, such use having frequently been a major factor in the success 
of such unlawful activity. Brokers cannot shift that responsibility to 
this Commission or an exchange. Moreover, we consider that the rela- 
tively minor participation of the Merrill Lynch respondents in the 
illegal distribution of Mountain stock is already reflected in the sanc- 
tions determined by the hearing officer. Accordingly, we affirm the 
sanctions imposed on Clarke and Stromberg. We find it unnecessary, 
however, to reach the question of suspension of Merrill Lynch from 

13 After Merrill Lynch’s sales, the SLSE suspended exchange trading on August 22, 1968, 
and on August 28 we suspended trading in Mountain stock because of serious questions qs 
to the accuracy of information about the company and it operations. Securities Exchange 
Act Release No. 8396. 

14 Section 19(a) (3) authorizes this Commission “to suspend for a period not exceeding 
twelve months or to expel from a national securities exchange any member or officer thereof 


whom the Commission finds has violated any provision of this title or the rules and regula- 
tions thereunder.” 
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the SLSE pursuant to Section 19(a) (3) of the Exchange Act, since 
we conclude that it is appropriate in the public interest to suspend, 
pursuant to the provisions of Section 15(b) of that Act, the operations 
of the Merrill Lynch branch office in which the violations occurred for 
5 business days.?® 

Avchen argues that the sanction against him imposed by the hearing 
officer should be reduced. He asserts, among other things, that his 
sanction is unduly severe compared to those imposed on respondents 
who were closer to the hub of activity in Mountain stock in Salt Lake 
City. While Avchen’s involvement in the illegal distribution of 
Mountain stock was greater than that of the Merrill Lynch respond- 
ents, we consider that a 30-day suspension from association with any 
broker-dealer is appropriate to reflect that difference, and will ade- 
quately serve the public interest. 

Accordingly, IT IS ORDERED that the Salt Lake City, Utah 
branch office of Merrill Lynch, Pierce, Fenner & Smith Incorporated 
involved in the above violations be, and it hereby is, suspended from 
conducting any securities business for 5 business days; and that John 
Clarke, George Stromberg and Theodore Avchen be, and they hereby 
are, suspended from being associated with any broker or dealer for 
periods of 10 business days, 5 business days and 30 calendar days, re- 
spectively. The suspensions shall be effective at the opening of business 
on February 5, 1973. 

By the Commission (Chairman Casry and Commissioners OwEns, 
Hertone and Loomis). 


15 Of, Sutro Bros. € Co., 41 S.E.C. 443, 468 (1963). 





IN THE MATTER OF 
BILLY NEIGHBORS 
File No. 3-1958. Promulgated January 25, 1973 


Securities Exchange Act of 1934—Sections 15(b), 15A and 19(a) (3) 


ORDER DISMISSING PROCEEDINGS 


Following hearings in these private proceedings pursuant to Sec- 
tions 15(b), 15A and 19(a) of the Securities Exchange Act of 1934, 
the hearing officer filed an initial decision in which he concluded, 
among other things, that Billy Neighbors, who was vice-president of 
Sierega and Company, Inc. (“registrant”), a registered broker-dealer, 
should be suspended from association with any broker-dealer for 10 
business days. The Commission granted Neighbors’ petition for re- 
view, he and the Division of Enforcement filed briefs, and the Com- 
mission heard oral argument. 

The hearing officer found that in 1968 Neighbors, who was 
vice-president in charge of registrant’s back office, failed to exercise 
reasonable supervision over Theodore Avchen, then registrant’s vice- 
president in charge of sales, with a view to preventing Avchen’s sales 
for his own account of unregistered securities of Mountain States 
Development Company, Inc. (“Mountain”), in violation of Sections 
5(a) and 5(c) of the Securities Act of 1933.1 Neighbors asserts that 
he was not Avchen’s supervisor; that although Avchen consulted him 
concerning the purchase of Mountain stock for Avchen’s own account 
he did so to obtain Neighbors’ opinion as a friend, not as a supervisor, 
and although Neighbors on Avchen’s behalf made a telephone inquiry 
to an attorney respecting the propriety of the transaction, the attorney 
was his personal lawyer and not counsel for the firm; and that he 
cautioned Avchen to consult his own counsel. 

Section 15(b)(5)(E) of the Exchange Act authorizes the Com- 
mission to sanction an associated person of a broker-dealer in the 
public interest when, after notice and opportunity for hearing, it finds 
that such person failed to exercise reasonable supervision with a view 
to preventing a Securities Act violation by another person who com- 
mits such a violation “if such other person is subject to his super- 


1 See Merrill Lynch, Pierce, Fenner ¢ Smith Incorporated, 45 8.H.C. 185 (1973). 


45 S.E.C.—34——9960 
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vision.” On the basis of its review of the record in these proceedings, 
the Commission was unable to conciude that, at least with respect to 
the transaction at issue, Avchen was subject to Neighbors’ supervision 
within the meaning of the Act. It therefore determined to dismiss the 
proceedings with respect to Neighbors. 

Accordingly, IT IS ORDERED that these proceedings with respect 
to Billy Neighbors be, and they hereby are, dismissed. 

By the Commission. 





IN THE MATTER OF 
THE APPLICATION OF 
THE CHICAGO BOARD OPTIONS EXCHANGE, INC. 
File No. 10-54. Promulgated February 1, 1978 
Securities Exchange ‘Act of 1934 
FINDINGS AND OPINION OF THE COMMISSION 


The Chicago Board Options Exchange, Inc. (“CBOE” or “Ex- 
change”), a Delaware non-stock corporation organized to establish an 
auction market dealing in put and call options, filed with us an appli- 
cation for registration as a national securities exchange pursuant to 
Section 6 of the Securities Exchange Act of 1934 (“Exchange Act”). 
In response to public notice of the filing of the application and our 
invitation for comments thereon, certain comments were submitted to 
us by the American Stockholders Association, Inc., the American Stock 
Exchange and the Antitrust Division of the United States Department 
of Justice, all of which have been carefully considered. 

Under Section 6(d) of the Exchange Act we are required to cause 
an exchange applying for registration to be registered as a national 
securities exchange if it appears to us that the exchange is so orga- 
nized as to be able to comply with the provisions of the Act and the 
rules and regulations thereunder and that the rules of the exchange are 
just and adequate to insure fair dealing and to protect investors. 

After a review of CBOE’s application in accordance with these 
standards, we have determined to grant the registration of the Ex- 
change. In taking this action, we note that the CBOE will not be able 
to commence exchange operations immediately, since it appears that 
it will first be necessary for the Exchange (or its subsidiary, The 
Chicago Board Options Exchange Clearing Corporation, which is the 
issuer of the options to be traded on the Exchange) to effect com- 
pliance with the registration requirements of the Securities Act of 
1933 and of Section 12(b) of the Exchange Act with respect to the 
securities for which it proposes to provide an exchange market. Ex- 
change officials are engaged in discussions with our staff with a view to 


1 Pursuant to the Exchange’s consent, action on its application as amended has been 
deferred pending the issuance of these findings and opinion. 
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such compliance, the CBOE has agreed to make appropriate filings 
pursuant to those provisions, and the Exchange’s application for regis- 
tration includes as one of its “stated policies”? that it will comply 
with the registration provisions applicable to the securities to be 
traded on the Exchange. 

We do not believe it is necessary to describe herein the rather volumi- 
nous rules and representations of the Exchange which have been filed 
with us as a part of its application. We do believe, however, that 
special mention should be made of several of the policy issues con- 
sidered by us in connection with our review of the CBOE application. 

1. Since the CBOE is a new exchange, and the first national secu- 
rities exchange proposing to provide for the trading of puts, calls, or 
similar options, we have determined to permit it to test the market for 
such options within a controlled environment. CBOE has stated that it 
intends to commence operations as a “pilot project” and limit trading 
on its floor initially to call options in respect of approximately 30 
underlying stocks, and increase the number of underlying stocks grad- 
ually and extend operations to other types of options as experience is 
gained and the market and its regulatory arrangements are tested. 
Also, the Exchange has provided in its rules that the securities under- 
lying the call options must be registered and listed on another national 
securities exchange and have broad distribution and volume char- 
acteristics.* The Exchange has further agreed not to extend its activ- 
ities to include trading in put options without complying with appli- 
cable procedures governing the adoption of new rules by national secu- 
rities exchanges. These representations and policies announced by the 
Exchange are, in our view, “rules” of the Exchange and as such will be 
subject to our review prior to any material change therein. In this con- 
nection, we have recently proposed adoption of Rule 9b-1 under the 
Exchange Act which would provide special procedures relating to the 
adoption and alteration of rules of registered national securities ex- 
changes concerning “acts or transactions in options.” * In any event, 
we intend to maintain close surveillance over the progress of CBOE’s 
“pilot project.” For the period of CBOE’s experimental status, and in 
line with the need to maintain flexibility in regulating this new kind of 
exchange market,® we have also decided to postpone a definitive deter- 





2 Rule 17a—-8 under the Exchange Act, which requires any proposed changes in exchange 
rules to be submitted to us before being put into effect, defines ‘‘rules’” to include an ex- 
change’s “stated policies.” 

8 CBOE Rule 5.3. 

4 Securities Exchange Act Release No. 9930 (January 9, 1973). 

5 As we stated in our release announcing proposed Rule 9b—1 : 

“The Commission is of the opinion that in addition to the novelty of exchange option 
trading, such trading may involve complex problems and special risks to investors and 
to the integrity of the marketplace. The Commission therefore believes that, utilizing the 
broad power granted under Sections 9 and 23 of the Act it should provide itself with a 
substantial amount of flexibility in carrying out its regulatory responsibilities with respect 
to option trading on exchanges.’’ (Footnotes omitted.) 
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rules a nonmember access provision.° 

2. We have also considered the question of CBOE’s rules regarding 
fixed commission rate charges. Under Chapter XIV of its rules, 
CBOE has adopted a policy of permitting negotiated commission 
rates on all orders to purchase or sell options having premiums above 
$30,000, and on orders for exercise of exchange options having a value 
of more than $30,000 (as measured by the striking price multiplied by 
the number of shares). It has been suggested by one commentator ’ 
that we should not approve CBOE’s rules unless they also provide for 
negotiated commission rates below the $30,000 level. 

In reviewing CBOE’s registration application, we have weighed 
its particular rule provisions against the regulatory objectives of the 
Exchange Act. Among other things, those objectives embody the con- 
cept that exchanges will deal fairly with the public; that exchanges 
will be organized in such a fashion as to ensure their continued viabil- 
ity in asserting self-regulatory oversight over their members; and 
that exchanges may, so far as is consonant with other regulatory 
objectives of that Act, maintain competitive viability with other 
exchanges. Applying these criteria, we find it in the public interest to 
declare effective the registration of CBOE on the basis of its present 
rules, including its rule regarding commission rate charges. 

We have been engaged for some time in a painstaking review of the 
commission rate structure of all national securities exchanges. As a 
result of that review, we have concluded that fixed commission rates 
on institutional-sized orders no longer serve any compelling regula- 
tory objectives of the Exchange Act and have required each of the 
existing exchanges to expand the permissible negotiation of commis- 
sion rates to that portion of securities orders exceeding $300,000. We 
also have indicated our intention to consider whether this breakpoint 
on negotiated commission rates should not be lowered to $100,000 pro- 
vided our analysis of the impact of negotiation of commission rates 
on orders exceeding $300,000 does not evidence significant regulatory 


®“‘Nonmember access” involves the granting of a percentage discount from the fixed 
exchange commission rate to nonmember brokers when they trade as agents in listed 
securities through members on that exchange. Rules providing for such access have been 
adopted by the other national securities exchanges. Those exchanges do not at present trade 
in put and call options. We also note that the adoption of nonmember access rules by 
those exchanges was occasioned mainly by the fact that a great many nonmembers who 
wished to effect transactions for their customers in listed securities were economically 
inhibited from doing so by prior exchange rules which prohibited their sharing in the 
stock exchange commissions generated. If CBOE’s experiment is successful and a similar 
desire for access by nonmembers develops, we will reconsider the question of whether it is 
appropriate for CBOE to adopt a nonmember access rule. 
7 The Antitrust Division of the U.S. Department of Justice. 
8 See Securities Exchange Act Release No. 9950, pp. 96-108 (January 16, 1973). 
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problems.® We conclude that CBOE’s requirement for negotiation 
above $30,000 is comparable to the general requirement of negotiated 
commission rates we previously have enunciated and comports with 
our general finding that negotiation on large institutional-sized orders 
is appropriate in the public interest. As we continue our review of the 
appropriateness of further reductions in the breakpoint for negotiated 
rates, CBOE will be included in any determinations we may make. In 
view of these circumstances, we do not find CBOE’s proposed rule 
relating to rates to be unreasonable. 

Recognizing CBOE as an experimental project, we believe it would 
be unwise, at the outset, to cast CBOE into a preconceived mold. We 
believe it is appropriate, therefore, pending further conclusions re- 
garding the viability of existing fixed commission rates and the nature 
of CBOE’s actual operations, to permit CBOE to structure its com- 
mission rates in a manner analogous to those provided by all of the 
existing exchanges.’ For these reasons CBOE will be permitted to 
begin operations with the prevailing exchange practice of fixed mini- 
mum rates on portions of orders below an appropriate breakpoint in- 
corporated in its rules. It is understood that CBOE’s fixed rates 
shall continue only so long as they exist on other exchanges and that 
the breakpoint at which competitively determined rates begin shall be 
appropriately adjusted when breakpoints lower than $300,000 are 
adopted by other exchanges. We are of the opinion that this approach 
is consistent with the standards of the Exchange Act. 

We noted that, in connection with the registration of CBOE (and 
the reported consideration also being given by certain registered ex- 
changes to trading options), we have recently issued three releases 
proposing new Rule 9b-—1,! discussed above, and Rule 12a-6,’* and 
proposing an amendment to Rule 3a11-1** under the Exchange Act. 

Proposed Rule 12a-6 would provide an exemption from the registra- 
tion provisions of Section 12(a) of the Exchange Act for securities 
underlying options where the option is itself registered on the na- 
tional securities exchange in question, the underlying security is reg- 
istered and listed on another national securities exchange, and the 


® Ibid. 

10 We previously have enunciated our view that the structuring of a central market 
system is appropriate in the public interest and that such a system may require a large 
measure of uniformity. With the advent of increased interest in trading in options, it is 
difficult to predict what, if any, role in such a central market system CBOE will play. But 
we do not believe it is appropriate to mandate differences in treatment of such fundamental 
matters as commission rates until further experience with the CBOE pilot project is 
obtained. 

11 CBOE Rule 14.3. 

12 Securities Exchange Act Release No. 9930 (January 9, 1978). 

18 Securities Exchange Act Release No. 9931 (January 9, 1973). 

14 Securities Exchange Act Release No. 9929 (January 29, 1973), 1 SEC Docket No. 1, 
p. 5. 


















































THE CHICAGO BOARD OPTIONS EXCHANGE, INC. 199 


exchange upon which the option is listed limits its activity in the 
underlying securities to effecting exercise of the options. The proposed 
amendment to Rule 3a11-1 would clarify the term “equity security” 
to specifically include calls and puts. 
An appropriate order granting exchange registration will issue. 
By the Commission (Chairman Casry and Commissioners HERLONG 
and Loomis) ; Commission Owens dissenting. 





IN THE MATTER OF 
G.F.CG.S., INC. 
EUGENE C. PACE 
File No. 38-4037. Promulgated February 7, 1973 


Securities Exchange Act of 1984 


BROKER-DEALER PROCEEDINGS 


Failure to Comply with Prospectus Requirements 


Where registered broker-dealer, designated as distributor in registration state- 
ment filed with respect to proposed public offering of limited partnership inter- 
ests in tax shelter program, and president of firm transmitted prospectuses which 
did not meet informational requirements of Section 10 of Securities Act of 1982 
in willful violation of Section 5(b) of that Act, held; under all the circumstances 
including respondents’ inexperience in underwriting, appropriate in public inter- 
est, as provided in offer of settlement, to censure them and require that in the 
future all sales literature prepared by registrant for use in connection with 
public securities offering be cleared by counsel experienced in federal securities 
laws. 


APPEARANCES: 


Stanley Sporkin and Joanne Leveque, for the Division of Enforce- 
ment of the Commission. 
Edwin Kronfeld, of Morgan, Lewis & Bockius, for respondents. 


FINDINGS, OPINION AND ORDER 


In these proceedings pursuant to Sections 15(b) and 15A of the 
Securities Exchange Act of 1934 (“Exchange Act”), an offer of settle- 
ment was submitted by G.F.C.S., Inc. (“registrant”), a registered 
broker-dealer, and Eugene C. Pace, its president and controlling 
shareholder. 

Under the terms of the offer, respondents, solely for the purpose of 
these or any other proceedings pursuant to the above provisions and 
without admitting or denying the allegations of the order for proceed- 
ings, consented to findings of certain violations as alleged in that 
order and to the imposition of specified sanctions. 

After due consideration of the offer of settlement and upon the rec- 
ommendation of our staff, we determined to accept such offer. 

45 §.E.C.—34—9995 
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On the basis of the offer of settlement, the order for proceedings, 
and, pursuant to respondents’ consent, certain investigative and other 
materials, we find that from about October 10 to October 20, 1972, 
respondents willfully violated Section 5(b) of the Securities Act of 
1938 in that, following the filing of a registration statement covering 
limited partnership interests in National Farming Program/1972 
(“NFP”), a limited partnership, they transmitted prospectuses which 
did not meet the informational requirements of Section 10 of that Act. 

NFP was formed in July 1972 to engage in an agricultural business 
limited to activities in connection with the production and sale of 
shell eggs. During the so-called waiting period after the registration 
statement was filed and before it became effective, Pace and registrant, 
which was organized by him for the specific purpose of distributing 
the offering and was designated a co-distributor, sent a letter concern- 
ing the offering to several hundred broker-dealers and placed an ad- 
vertisement with respect to it in the Chicago Tribune of October 18, 
1972. The letter and advertisement constituted offers to sell the limited 
partnership interests and were prospectuses as defined in Section 2(10) 
of the Securities Act. The letter referred to the offering as the “most 
exciting and potentially the most profitable tax-shelter offering of 
1972,” stated that it made available “a legitimate 200% tax deduction 
in 1972” to participants, forecast a substantial improvement in the 
egg business, and asked the broker-dealers to join in the sale of “this 
unique offering.” The advertisement, which invited broker-dealers to 
a question and answering meeting, promised an extraordinary profit 
potential and a 200% tax deduction in 1972 to participants in the 
offering. 

Respondents represent that Pace was not aware that his conduct 
was violative of Section 5(b) of the Securities Act, and that regis- 
trant’s compliance procedures have been materially strengthened to 
prevent a recurrence of any such violations. 

The offer of settlement provides that respondents may be censured 
and that registrant may be directed to clear with counsel experienced 
in the federal securities laws all sales literature, including form letters 
and advertisements, prepared for use in connection with any proposed 
public offering in the future. 

GFCS was a newly formed broker-dealer, established specifically to 
distribute the NFP offering. It appears that the violations involved 
were in large part the result of Pace’s inexperience, misunderstanding, 
and lack of familiarity with the underwriting requirements of the 
federal securities laws. It is with these factors in mind that we have 
determined to accept respondents’ consent to a censure. Unfortunately, 
however, the existence of such factors does not appear to be an isolated 
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instance in the industry, particularly in the case of those persons enter- 
ing the securities field for the first time in connection with tax shelter 
programs. Accordingly, we wish to stress that such persons are re- 
sponsible for familiarizing themselves with and abiding by all require- 
ments, which have been established under the federal securities laws 
for the protection of investors, and that in the future we will be less 
disposed to accord leniency in such situations. 

Under all the circumstances, it is appropriate in the public interest 
to impose the sanctions specified in the offer of settlement. 

Accordingly, IT IS ORDERED that G.F.C.S., Inc. and Eugene 
C. Pace be, and they hereby are, censured, and that in the future all 
sales literature, including form letters and advertisements, prepared 
by G.F.C.S., Inc. for use in connection with securities which are to be 
offered to the public shall be cleared by counsel experienced in the 
federal securities laws. 

By the Commission (Commissioners OwWENs, HERLONG and Loomis). 





IN THE MATTER OF 
THE APPLICATION OF 
FUND SECURITIES, INC. 
LOUIS S. PALACE 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-3349. Promulgated February 12, 1973 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 


Where member of registered securities association and its president violated 
association’s rules of fair practice in that member failed to comply with net 
capital and recordkeeping requirements and to give required notice to customers 
with free credit balances, sanctions of censure, suspension and fine sustained 
as not excessive or oppressive with due regard to public interest. 


APPEARANCES: 


Bernard Jay Coven, for applicants. 
Lloyd J, Derrickson, Frank J. Wilson and Raymond J. Gustini, for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Fund Securities, Inc., a member of the National Association of Se- 
curities Dealers, Inc. (“NASD”), and Louis S. Palace, president and a 
registered principal of the member, filed an application for review, 
pursuant to Section 15A (g) of the Securities Exchange Act of 1934, of 
disciplinary action taken against them by the NASD. 

The NASD found that applicants violated Section 1 and 21(a) of 
Article III of the NASD’s Rules of Fair Practice,’ in that (1) the 
member during the period April 30 to July 15, 1968 had net capital 
deficiencies as computed under our Rule 15c3-1 under the Act; (2) 


2Section 1 of Article III requires the observance of high standards of commercial 
honor and just and equitable principles of trade. Section 21(a) requires a member to 
maintain its books and records in conformity with applicable regulations. 


45 S.E.C.—34—9998 
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during the period March 31, 1967 to August 31, 1968 the member 
failed to prepare and maintain records of the computation of aggre- 
gate indebtedness and net capital as required by our Rules 17a-3 and 
17a-4 under the Act; and (3) the member during the period May 31 to 
August 31, 1968 failed to send written notices to customers having 
unsegregated free-credit balances in their accounts disclosing that such 
funds were not segregated, might be used in the conduct of the mem- 
ber’s business and were payable to the customers on demand, as re- 
quired by our Rule 15c3-2 under the Act. The NASD District Busi- 
ness Conduct Committee censured applicants and fined them $5,000 
jointly and severally. Upon appeal by applicants as to the amount of 
the fine, the NASD Board of Governors reduced the fine to $2,500 but 
ordered applicant suspended for three days each. Applicants and the 
NASD filed briefs with us. Our findings are based upon a review of 
the record made before the NASD. 

Applicants admitted the charges against them and waived a hearing 
before the NASD District Committee, asserting certain factors in miti- 
gation. The record supports and we find, as did the NASD, that ap- 
plicants violated the cited provisions and that their conduct was in- 
consistent with just and equitable principles of trade. They argue on 
appeal to us that the order of the NASD Board imposing a suspen- 
sion? should be reversed, contending that the Board acted on facts 
outside the record and that the NASD procedure which permits the 
Board to increase disciplinary penalties is arbitrary and equitable. We 
find no merit in either contention. 

In its decision the Board stated that it believed that the penalties it 
imposed were required because it considered the violations to be of a 
serious nature. In that connection the Board observed that applicants 
failed to prepare computations of net capital and aggregate indebted- 
ness not only during the period of the net capital deficiencies but also 
during a prolonged period prior thereto, and that the net capital de- 
ficiencies were not inconsequential, amounting to over $130,000 on June 
30, 1968. There is no basis for finding that the Board relied on facts 
outside the record in making those observations, which are based on 
the details of the admitted charges. 

The delegation of disciplinary power to the NASD has been judi- 
cially upheld,’ and the NASD’s Code of Procedure, which permits the 
Board to increase penalties ordered by a District Committee, was 
submitted to this Commission as part of the NASD’s application for 
registration as a national securities association, approved by the Com- 


4 Applicants state that they previously paid to the NASD the $5,000 fine ordered by 
the District ‘Committee. 


3R. H. Johnson € Oo. v. 8.H.0., 198 F. 2d 690 (C.A. 2, 1952), cert. denied 344 U.S. 
855 (1952). 
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mission in 1939.* Moreover, under all the circumstances we cannot find 


that the sanctions imposed by the NASD are excessive or oppressive, 
having due regard to the public interest. 

Accordingly, IT IS ORDERED that the proceedings for review be, 
and they hereby are, dismissed. 

By the Commission (Commissioners Owens, Hertone and Loomis). 


4 National Association of Securities Dealers, Inc., 5 S.H.C. 627 (1939). 





IN THE MATTERS OF 
SIDNEY LEAVITT 
HOWARD LEON ALDERSON 
File Nos. 38-2892 and 3-3071. Promulgated February 22, 1973 
Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Grounds for Remedial Sanctions 
Fraud in Sale of Securities 
Misappropriation of Customers’ Funds 


Where one registered representative made false and misleading favorable 
representations in soliciting customers to purchase security and did not disclose 
unsuccessful attempts to obtain any reliable information concerning issuer, and 
another wrongfully converted customers’ funds, held, in public interest to bar 
registered representative from association with any broker-dealer. 


APPEARANCES: 


Richard B. Marx ot Frank, Strelkow & Marx, for Sidney Leavitt. 

Howard Leon Alderson, pro se. 

Roderick Knott, Stephen W. Arky and Reginald EF. Moore, for the 
Division of Enforcement. 


FINDINGS, OPINION AND ORDER 


Following hearings in these consolidated proceedings pursuant to 
Sections 15(b) and 15A of the Securities Exchange Act of 1934, the 
administrative law judge filed an initial decision in which he con- 
cluded, among other things, that Howard Leon Alderson and Sidney 
Leavitt, previously registered representatives of Prudential Invest- 
ment Corporation, formerly a registered broker-dealer,’ should be 
barred from association with any broker-dealer. Petitions for review 
filed by Alderson and Leavitt were granted, and briefs were filed by 
the petitioners and the Division of Enforcement. Based upon an in- 
dependent review of the record, we make the following findings. 


1 The initial decision also, among other things, revoked Prudential Investment Corpora- 
tion’s broker-dealer registration and expelled it from membership in the National Associa- 
tion of Securities Dealers, Inc. Upon the failure of Prudential and certain other respondents 
to seek review, the initial decision has become final as to them. See Prudential Investment 
Corporation, Securities Exchange Act Release No. 9547 (March 27, 1972). 


45 §.E.C.—34——10013 
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LEAVITT 


Between February and July 1969, Leavitt- recommended the pur- 
chase by four customers of 6,700 shares of common stock of Conti- 
nental Investment Corporation of Arizona (“CIC”), at prices rang- 
ing from % to 27% per share. Trading in the stock was suspended by 
this Commission for the periods May 7 through May 16, 1969, and 
June 6 through June 11, 1969,? and the release announcing the latter 
suspension recited, among other things, that an investigation by this 
Commission disclosed that the company had only nominal assets and 
had no business operations or income. 

Three of the customers testified that they purchased CIC stock on 
the basis of Leavitt’s strong recommendation and favorable repre- 
sentations. Leavitt variously represented to them that the company 
owned large tracts of valuable land in Florida and was in land de- 
velopment, treasure-ship salvage and other businesses, that the price 
of the stock was going to be pushed up and would rise since there 
were big plans in the wind, that Leavitt’s information was substan- 
tial and came from a customer who was a personal friend of the 
accountant working for CIC, that Leavitt and other persons were 
purchasing substantial amounts of the stock, and that a suspension 
in trading in a stock is a common or routine procedure and when such 
a suspension is lifted it usually means that the Commission has found 
everything to be all right and usually the stock goes on to bigger and 
better things. All three of the customers made purchases of the stock 
subsequent to the date of the release announcing the second suspen- 
sion, but only one was shown the release prior to such purchase. 

. The representations which Leavitt made to the customers regarding 
CIC and its stock were false and misleading, and he has no reason- 
able basis for predicting an increase in the price of the security. Leav- 
itt’s only source of information was another customer who in or- 
dering 1100 shares told Leavitt that his accountant had informed him 
that CIC was buying land in Florida but did not state the account- 
ant’s source. Leavitt himself and registrant’s president attempted to 
obtain information about the company but were unsuccessful. Never- 
theless Leavitt.continued to solicit purchases of the stock and did not 
disclose to his customers his failure to obtain information. We have 
repeatedly held that the antifraud provisions of the securities laws 
are violated when a security is recommended without a reasonable 
basis for the recommendation * or when essential information regard- 
ing an issuer is lacking and this lack of knowledge is not communi- 


2 See Securities Exchange Act Release Nos. 8603 (May 7, 1969) and 8619 (June 6, 1969). 
3 See Leonard Burton Corporation, 39 S.E.C. 211 (1959) ; Midland Securities, Inc., 40 
S.E.C. 635 (1961). 
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cated to the customer.‘ Accordingly, we find that Leavitt willfully 
violated Section 17(a) of the Securities Act and Section 10(b) of the 
Exchange Act and Rule 10b-5 thereunder in the sales of the CIC 
stock to the customers to whom he made the above representations and 
predictions. 

We find no merit in exceptions taken by Leavitt to the administrative 
law judge’s denial of a severance of the charges respecting Leavitt 
and to his ruling that Leavitt was not entitled under Section 9(b) of 
the Administrative Procedure Act (5 U.S.C. § 558(c)) (“APA”) to be 
given an opportunity to achieve compliance prior to institution of 
proceedings. The charges in the consolidated proceedings included 
allegations of violations by registrant and its president with respect 
to Leavitt’s transactions in the CIC stock and both of them were 
alleged to have failed reasonably to supervise Leavitt with respect 
to his activities. Those issues and the issues as to Leavitt involved 
common questions of fact and law and Leavitt’s request for a severance 
was properly denied.’ As to the applicability of Section 9(b) of the 
APA, that Section expressly excepts cases of willfulness or those 
in which the public interest requires that opportunity for compliance 
not be given. It is clear that the instant case charged willful viola- 
tions, which we have concluded were correctly found by the administra- 
tive law judge to have been established,® and also came within the 
public interest exception.” Nor do we find any substance in Leavitt’s 
general assertions that the hearings were not conducted fairly and 
the initial decision was not based on the record. 


ALDERSON 


During the period from about April 1969 to about January 1970 
Alderson violated the antifraud provisions of Section 17(a) of the 
Securities Act and Section 10(b) of the Exchange Act and Rule 10b-5 
thereunder in that he converted to his own use $85,000 paid to him by 
customers for securities purchases and made false and misleading 
statements to the customers with respect to the execution of the pur- 
chases and the use of their funds. 

In March 1969 a Mrs. C. contacted Alderson regarding her desire 
to purchase securities to provide for the education of her children, 
and Alderson recommended shares of a mutual fund sold by registrant. 


4 See MacRobbins € Oo., Inc., 41 8.B.C. 116 (1962). 

5 See Strathmore Securities, Inc., 438 $.E.C. 575 (1967). 

*A finding of a willful violation does not require that there be an intention to violate 
the law, rather, it is only necessary that there be an intent to perform the prohibited act. 
See Dunhill Securities Corporation, 44 §.E/C. 472 (1971). That definition of willfulness 
is the applicable standard to be applied in determining whether the proceedings fall within 
the exception provided in the APA. See Lile € Co., Inc., 42 S.E.C. 664 (1965). 

7See Richard N. Cea, 44 S.E-C. 8 (1969) ; Abbett, Sommer € Co., Inc., 44 S.E.C. 104 
(1969) ; UM. V. Gray Investments, Inc., 44 §.B/C. 567 (1971). 
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On April 16 Mrs. C. gave Alderson a check for $30,000 to pay for the 
purchase of such shares but at Alderson’s request she did not designate 
a payee, and Alderson inserted his name as payee and deposited the 
check in his personal account. Alderson entered the order for the shares 
with registrant late in the afternoon but the next day instructed that 
the order be held up, and the purchase was never executed. On July 30 
Alderson sent Mrs. C. a confirmation reciting that 2660 fund shares 
had been sold to her at a price of $30,000 and that the purchase had 
been effected on May 19. In November 1969 Mrs. C. executed and gave 
Alderson an instruction form of the fund which directed that monthly 
withdrawal payments be made to her under the fund’s systematic 
withdrawal plan, and Alderson informed her that payments of $150 
would commence the following month. On failing to receive any pay- 
ments, Mrs. C. again spoke to Alderson, who told her that the pay- 
ments were delayed because registrant was moving its offices. Mrs. C. 
never received any shares of the fund or any of the promised monthly 
payments, and the $30,000 was not returned to her.*® 

In July 1969 Mrs. C.’s mother, Mrs. A., gave Alderson five checks 
totaling $55,000 for the purpose of purchasing certain tax exempt 
bonds for trust accounts for her three children. She endorsed the 
checks, which were payable to her as trustee, in blank, and Alderson 
deposited all of them in his personal account. In November 1969 Al- 
derson placed orders for the bonds with registrant which were executed 
at a total purchase price of $53,405. When Alderson did not promptly 
forward payment, however, registrant retained possession of the bonds. 
After considerable delay, Alderson gave registrant three personal 
‘checks, each in the amount of $17,801.88, but they were returned by 
Alderson’s bank unpaid because of “insufficient funds,” and registrant 
thereupon sold the bonds. Alderson gave several explanations to Mrs. 
A. as to why the bonds were not delivered to her, including representa- 
tions that they had to be returned because of errors in the spelling of 
names and later that the bonds had been stolen. Mrs. A. never received 
any of the bonds or the return of any part of the $55,000.° 


8 Alderson argues that Mrs. C.’s testimony with respect to her dealings with him is 
not credible because, he asserts, she has had a history of mental illness since 1969. 
Although the record discloses that Mrs. C. was hospitalized on several occasions during 
1969, the nature or extent of her illness does not appear and the administrative law 
judge who had the opportunity to personally observe her demeanor credited her testimony, 
and we find no basis for disagreeing with his evaluation. We also note that the record 
contains substantial documentary and other evidence tending to corroborate her testimony 
and no evidence contradicting it. 

® We reject Alderson’s contention that the charges involving the transaction with Mrs. A. 
should be dismissed because he previously was found not guilty by a jury on charges of 
embezzlement and fraud with respect to that transaction, and a second indictment in the 
same state for the same charges was dismissed upon a plea of prior acquittal. Administrative 
allegations of willful violations need be proven only by a preponderance of the evidence and 
not beyond a reasonable doubt as in a criminal proceeding (see Norman Pollisky, 43 S.E.C. 
852, 860-861 (1968), and it is sufficlent that the record before us satisfies the prepon- 
derance test, notwithstanding the dispositions in the criminal cases. 
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Alderson has complained that he was not furnished by our staff 
with a transcript of the testimony of Mrs. C. and Mrs. A. at the hear- 
ings, at which he was not present or represented by counsel, asserting 
that it would show a lack of record support for the findings in the 
initial decision and inconsistencies with the witnesses’ testimony in 
other courts. However, in August 1972 Alderson was notified that a 
copy of the transcript was then being made available for his inspection 
at our Houston, Texas, branch office and that he might after reading it 
file any motions or other filings he felt appropriate. Despite the op- 
portunity thus afforded him to examine the testimony given at the 
hearing, he has not made any further submissions or presented any 
substantiation or showing of materiality of any of the asserted incon- 
sistencies, and as noted we have determined on the basis of our review 
of the record that it does support the administrative law judge’s 
findings. 


PuBLIC INTEREST 


We are of the opinion that the sanctions imposed by the administra- 
tive law judge are fully warranted. We consider that Leavitt, by his 
conduct in making false and unsupported representations with regard 
to securities which he strongly recommended to his customers knowing 
of the absence of any reliable information, has demonstrated his un- 


fitness to engage in the securities business, and that he is not aided 
by pointing to the inadequacy of his training and supervision by reg- 
istrant or the fact that the amount of commissions he received on the 
CIC sales was small. Alderson, by his wrongful conversions of custom- 
ers’ funds and his misrepresentations with respect thereto has also 
shown such disqualification. We conclude that the protection of the 
investing public dictates their bar. 

Accordingly, IT IS ORDERED that Sidney Leavitt and Howard 
Leon Alderson be, and they hereby are, barred from being associated 
with any broker or dealer. 

By the Commission (Commissioners Owens, Hertone and Loomis). 





IN THE MATTER OF 
THE APPLICATION OF 
ROBERT E. MEYERS & COMPANY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-3756. Promulgated March 7, 1973 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violation of Rules of Fair Practice 
Failure to Comply with Free-riding and 
Withholding Interpretation 


In proceedings for review of action of registered securities associa- 
tion imposing fine and censure on member, association’s finding that 
member failed to comply in four instances with association’s interpre- 
tation with respect to free-riding and withholding sustained, and 
review proceedings dismissed. 


APPEARANCES: 


Robert EF. Meyers, sole proprietor of Robert E. Meyers & Co., pro se. 
Lloyd J. Derrickson and Andrew McR. Barnes, for the National 
Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Robert E. Meyers, sole proprietor of Robert E. Meyers & Co., a 
member of the National Association of Securities Dealers, Inc. 
(“NASD”), filed an application, pursuant to Section 15A(g) of the 
Securities Exchange Act of 1934, for review of disciplinary action 
taken by the NASD. The NASD found that applicant violated its 
interpretation with respect to free-riding and withholding’ and 
thereby Section 1 of Article IIT of its Rules of Fair Practice.’ It fined 
applicant $3,500, censured him and assessed costs. Applicant filed a 
statement in support of his application and the NASD filed a brief 

1 NASD Manual § 2151, pp. 2039-2045. 


2 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. 


45 $.B.C.—34 10033 
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in reply. Our findings are based upon a review of the record made 
before the NASD. 

The NASD’s free-riding and withholding interpretation provides 
in pertinent part that a member participating in a public securities 
offering violates Section 1 of Article III unless it makes “a bone fide 
public distribution at the public offering price of securities ... which 
immediately trade at a premium in the secondary market.” A member 
may not continue to hold such securities in any of its accounts unless 
it can show, among other things, that the total amount of securities 
withheld “is insubstantial and not disproportionate in amount as com- 
pared to sales to members of the public.” 

During the period July 1968 to March 1969, applicant participated 
in four separate public offerings of securities which advanced to an 
immediate premium in the aftermarkets. In the first three offerings, 
those of Premaneer Corporation, Genovese Drug Stores, Inc., and 
Mobile Home Industries, Inc., applicant retained his entire allot- 
ments of 100, 100, and 200 shares, respectively, in his investment 
account. In the case of the fourth offering, that of Hospital Corpora- 
tion of America, applicant sold to customers 150 of the 200 shares he 
was allotted, and retained the remaining 50 shares in his investment 
account. 

Applicant argues that he did not violate the NASD’s interpretation. 
He asserts that he did not withhold any stock from his clients since 
they are “older and conservative” and not interested in new issues; 
that he did not reap immediate resale profits but held three of the 
securities in question for varying periods of time before selling them, 
and still holds one; and that his activities did not contribute signifi- 
cantly to making the four offerings “hot issues.” 

We reject these contentions. The underlying objective of the 
NASD’s interpretation is to assure that its members make a bona fide 
public offering at the offering price and do not take unfair advantage 
of their inside position to the detriment of investors.’ Participation in 
a distribution by a dealer who does not intend to sell to the investing 
public at the public offering price is patently inconsistent with that 
objective.* If applicant considered that his clients would not purchase 
the securities in question, he should have refused to participate in the 
various offerings so that his allotments could have been distributed 
to the public by another dealer. In fact, applicant made no effort to 
sell to public investors his shares of the Permaneer, Genovese and 
Mobile Home offerings, and one customer who inquired about the 
Genovese issue was told that applicant could not obtain any shares. 


3 First California Company, 40 S.E.C. 768, 771 (1961). 
4. H. Rothchild € Co., 41 S.E.C. 729, 731 (1963). 
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Applicant sold 150 shares of the Hospital Corporation issue to cus- 
tomers only after the NASD had questioned his activities in connec- 
tion with the first three offerings, but nevertheless retained for him- 
self a substantial and disproportionate share of his allotment of that 
issue as compared to sales to the public. The fact that applicant 
delayed taking his profit on the stock he improperly withheld is 
immaterial, and applicant’s conduct cannot be excused as de minimus. 

We conclude that applicant violated Section 1 of Article TIT and 
that his conduct was inconsistent with just and equitable principles of 
trade. 

Applicant urges that the fine imposed on him is too severe. He 
asserts, among other things, that he lacked experience in handling new 
issues, that the fine will cause him difficulty in complying with net 
capital requirements, and that he has been registered as a broker-dealer 
since 1958 and this is the first complaint filed against him by the 
NASD. 

We are unable to find that the sanction imposed on applicant is 
excessive or oppressive, having due regard to the public interest. In 
this connection we note that, after considering applicant’s arguments 
with respect to the severity of the sanction, the NASD’s Board of 
Governors reduced the fine imposed by the District Committee from 
$7,000 to $3,500, an amount. less than the profit applicant could have 
realized by selling the securities he withheld on the first day of their 
respective public distributions. In fact, applicant testified at the Board 
hearing that he made a total profit of $2,145 from his sales of three 
of the four securities in question, and that, on the basis of then cur- 

‘rent market price, he could realize a profit of about $2,600 on the 
200 shares of Mobile Home stock which he still held. Thus, applicant 
can scarcely claim that the fine assessed is disproportionate to the 
profit from his improper activities. In addition, applicant’s claim of 
inexperience lacks appeal. The free-riding and withholding interpre- 
tation and the concern which it reflects as to practices that contribute 
to artificial increases in securities prices by restricting the supply 
available for distribution to the public have been the subject of 
repeated emphasis by the NASD and by us.° 

Accordingly, IT IS ORDERED that the proceedings for review be, 
and they hereby are, DISMISSED. 

By the Commission (Commissioners OWENS, HERLONG and 
LOOMIS), Chairman COOK and Commissioner EVANS not 


participating. 


5 See Don D. Anderson & Co., Inc., 43 S.E.C. 989, 992 (1968) and authorities there cited. 


IN THE MATTER OF 
THE CONNECTICUT LIGHT AND POWER COMPANY 
THE HARTFORD ELECTRIC LIGHT COMPANY 
NORTHEAST UTILITIES SERVICE COMPANY 


File No. 3—3792. Promulgated March 7, 1973 
Public Utility Holding Company Act of 1985 
MEMORANDUM OPINION AND ORDER 


The Connecticut Light and Power Company (“CL&P”) and The 
Hartford Electric Light Company (“HELCO”), each an electric and 
gas utility subsidiary company of Northeast Utilities (“Northeast”), 
a registered holding company, and Northeast Utilities Service Com- 
pany (“NUSCO”), a service company subsidiary of Northeast, have 
filed an application pursuant to paragraph (a)(5)(C) of Rule 50 
under the Public Utility Holding Company Act of 1935 for an excep- 
tion from the competitive bidding requirements of the Rule.t The 
application relates to the proposed disposition of the outstanding 
securities of The Connecticut Gas Company (“Conn. Gas”), a small 
wholly-owned subsidiary company of CL&P. 

We issued a notice of filing pursuant to Rule 23.2? Among other 
things, the notice afforded any interested person an opportunity io re- 
quest a hearing, and to state the nature of his interest, the reasons for 
the request and the issues of fact or law raised by the application 
which he desires to controvert. It further stated that after the date 
specified in the notice, the application, as filed or amended, may be 
granted, or we may take such other action as we may deem apropriate. 
The Town of Wallingford (“Wallingford”), Connecticut, filed a peti- 
tion to intervene pursuant to Rule 9(a) of our Rules of Practice,* and 

1 The competitive bidding requirement under Rule 50 applies only to a sale of securities 
to be issued, or which are owned, by a registered holding company or a subsidiary com- 
pany thereof. Paragraph (a)'(5) provides for several exceptions by order, including in 
clause (C) an exception premised on a determination that competitive bidding is not 
“necessary or appropriate in the public interest or for the protection of investors or con- 
sumers to assure the maintenance of competitive conditions, the receipt of adequate con- 
sideration or the reasonableness of any fees or commissions to be paid with respect to 
sale of securities subject to Section 12(d) of the Act.” 

2 Holding Company Act Release No. 17647 (July 13, 1972). 

3 Rule (a) provides that “. . . any interested State, State Commission, municipality or 


other political subdivision of a State shall become a party to any proceeding upon the 
filing of a written notice of appearance therein.” See also Section 19(a) of the Act. 


45 §.B.C.—35——17905 
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objects to the grant of an unconditional exception. No hearing has 
been requested. 

CL&P and HELCO own and operate electric utility facilities within 
the State of Connecticut. Each company also owns and operates retail 
gas distribution properties within the same state. Conn. Gas is a pipe- 
line company whose principal purpose is to purchase natural gas from 
wholesale suppliers for resale to CL&P at cost. 

The gas distribution properties owned by CL&P consist of six 
operating divisions serving 37 towns with a combined area of over 
1,000 square miles. Its Central Division serves nine towns, including 
Wallingford. A small number of customers in a limited part of Wall- 
ingford are served by Conn. Gas. The gas service territory of HELCO 
covers about 170 square miles in six towns. 

As of December 31, 1971, CL&P’s gas properties had a net book 
value of approximately $73 million; its gas revenues for the year 
then ended were about $35 million. As of the same date, the gas prop- 
erties of HELCO had a net book value of $17.7 million, and 1971 gas 
revenues amounted to approximately $8 million. The net book value 
of the Conn. Gas facilities was about $2.3 million as of that date. 

Northeast was organized in 1966, and pursuant to tender offers it 
acquired substantially all of the common stocks of CL&P and HELCO 
in exchange for common shares of Northeast.t In that proceeding we 

found that the electric properties of these companies, together with 
those of another electric utility company in adjoining Massachusetts, 
whose common stock Northeast was to acquire concurrently, con- 
stituted an integrated electric utility system under the standards of 
Section 11(b)(1) of the Act. We left open for later determination 
the status of the gas properties under these standards. 
Subsequently, CL&P and HELCO announced that they would dis- 
pose of all their gas properties, and a plan to that end was approved 
by the board of trustees of Northeast and the boards of directors of 
CL&P and HELCO. This plan, bearing the date of October 26, 1971, 
did not include specific terms of sale to any particular purchaser or 
purchasers. For lack of such terms it was not the kind of plan that 
required our approval or that we even could approve under Section 
11(e) or any other provision of the Act. It was and is no more than 
an outline of negotiating and other procedures which the companies 
proposed to follow in disposing of the gas properties, including a pro- 
posal to invite expressions of interest from potential purchasers. 
During the months that followed 91 replies were received, but as a 
result of further exploration the likely number of potential purchasers 
for various parts of the properties has been reduced to seven, includ- 


* Northeast Utilities, 42 S.E.C. 963 (1966). The remaining Publicly-held minority stocks 
were retired pursuant to a Section 11(e) plan which we approved. 43 8.E.C, 445 (1967). 
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ing Wallingford. It is stated that, upon the grant of the exception 
from competitive bidding, detailed negotiations of terms of sale for 
all of the gas properties will be undertaken with these seven and such 
others as may show an active and promising intent to buy. 

Wallingford states that its residents are presently served natural 
gas by CL&P and that it has expressed an interest in acquiring the 
gas distribution properties in its service area. It objects to the grant of 
the exception, urging us to supervise the forthcoming negotiations by 
imposing certain conditions. Specifically, it requests, as two of three 
conditions, that CL&P supply operating and other data with respect 
to the properties within the service area of Wallingford, and that all 
bidders for the Central Division be required to break down their bids 
on a community-by-community basis. It states that prior efforts to 
secure the necessary information have not been productive, and it 
fears that the contemplated negotiations for sale may not provide 
Wallingford an effective opportunity to submit an offer. 

In response, applicants state that the earlier discussions with po- 
tential purchasers were of a preliminary nature; and that Walling- 
ford has heretofore received the same basic information as was fur- 
nished to others in order to identify those with whom it might be 
fruitful to conduct detailed negotiations. It is also stated that a break- 
down of data for each town is a burden CL&P should not assume at 
this time; and that for prospective bidders to be required to allocate 
their bids on the basis of a price for each property segment could affect 
the amount a bidder might offer for the entire Central Division as 
one proprietary unit. It is represented that, after the grant of the 
exception and after active negotiations commence, CL&P is prepared 
to furnish Wallingford financial and operating information relative 
to the gas properties within the corporate limits of Wallingford. 

An exception from competitive bidding will not obligate CL&P to 
proceed with the sale of its Conn. Gas securities. It may still negotiate 
for a sale of the assets of Conn. Gas if it so decides, and such sale would 
not require an exception under Rule 50. The object of the exception is 
to permit greater flexibility in the sale of all the gas properties, in- 
cluding the CL&P distribution properties to which the transmission 
facilities of Conn. Gas are linked. 

We have granted exceptions in other cases under similar circum- 
stances,’ and we grant the application herein unconditionally because 
we find, in the words of paragraph (a) (5) (C) of Rule 50, competitive 
bidding is not necessary or appropriate “to assure the maintenance of 
competitive conditions” and the other requirements of Section 12(d) 


5 New England Hlectric System, Holding Company Act Release Nos. 17066 (March 25, 
1971) and 17371 (November 23, 1971). 
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of the Act. We grant the exception without deciding at this time the 
merits of the two conditions noted above. The third condition, which 
Wallingford requests and which we discuss below, is without merit, 

The pending application relates to the sale of the outstanding 
securities of Conn. Gas, but Wallingford has not expressed in this 
proceeding an interest in acquiring the securities of Conn. Gas or its 
transmission facilities. Wallingford’s primary interest is in the gas 
distribution properties of CL&P within its muncipal area, but the 
sale of these properties is not subject to Rule 50, and no application 
for their sale is presently before us. 

In any event the grant of an exception under Rule 50, without con- 
ditions, is appropriate even if we considered the pending application 
in terms of a broader range of interests which include all of the gas 
properties that are up for sale. When negotiations are completed and 
agreement for sale to one or more purchasers is reached, it will be 
necessary to secure an order authorizing such sale or sales pursuant to 
Section 12(d) and Rule 44 thereunder. In that proceeding we shall 
inquire, among other things, whether competitive conditions have been 
maintained in the negotiations,® and to the extent relevant to its in- 
terest, Wallingford will then have a full and adequate opportunity to 
address itself to that question. 

Under Section 12(d) we may promulgate rules regarding “mainte- 
nance of competitive conditions” and the other matters therein speci- 
fied. Pursuant thereto we have adopted certain rules,’ but none 
defining what is adequate or necessary for the maintenance of competi- 
‘tive conditions. As a matter of administrative policy we have left com- 
pliance with such conditions to be determined after negotiations and 
when a specific proposal to sell is submitted to us. It is not consistent 
with this policy to supervise the negotiations and to prescibe in ad- 
vance, by order in a particular case, ground rules which a potential 
buyer may request. Specific requirements may varg from case to case, 
and what is suitable in one case may be insufficient, irrelevant, or even 
detrimental in another. A determination of compliance in the light of 
actual events better serves the statutory interests for which Section 
12(d) was intended. 

Wallingford requests, as a third condition, that it be given the right 
of first refusal to meet the best bid received for the gas properties it 
is interested in acquiring. Wallingford has not provided the statutory 
basis for this request, and we know of none. The request is inconsistent 
with its own representation that it seeks “an equal opportunity” to ac- 
quire the gas properties located in Wallingford. It is in any event, as 
urged by applicants, inconsistent with the maintenance of competitive 


® New England Electric System, 44 S.HC. 756, 759 (1971). 
7 See Rules 43 and 44. 
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conditions that Section 12(d) requires. The preference that Walling- 
ford requests would permit it to preempt, as it were, the benefit of a 
sales agreement that another purchaser had labored to negotiate. It is 
fair to assume that a prospective purchaser will be deterred from nego- 
tiating if he is to be deprived of his bargaining efforts by a matching 
bid from Wallingford.® 

The application filed in this proceeding and Wallingford’s inter- 
vention petition refer to the so-called 1971 “plan,” which is filed as an 
exhibit to the pending application, and the steps therein outlined re- 
garding the procedures for negotiations and for consummating the sale 
or sales. Nothing we have said or grant herein shall be considered a 
determination that such procedures necessarily meet the requirements 
of Section 12(d). Nor is our approval of the pending application an 
endorsement of a timespan of one to two years for completing the dis- 
position of all the gas properties, as estimated and represented in the 
1971 plan. We shall expect the companies to proceed with diligence and 
to conclude the divestment with minimum delay ; and in the forthcom- 
ing proceeding under the applicable provisions of the Act, including 
Section 12(d) and Rule 44, we shall consider the question, among 
others, whether competitive conditions have been observed in the ne- 
gotiations that are to follow the grant of the exception. 

We note, finally, that the application of CL&P, which owns the 
outstanding securities of Conn. Gas, was also filed on behalf of 
HELCO and NUSCO. HELCO owhs and proposes to sell its gas 
utility properties, to which Rule 50 does not apply, while NUSCO, 
though acting as agent in connection with the sale of all properties, 
has nothing of its own to sell. Since neither HELCO nor NUSCO has 
any proprietary interest in the securities of Conn. Gas, they are not 
proper parties to the pending application under Rule 50. The applica- 
tion, insofar as it purports to be on behalf of HELCO and NUSCO, 
will be dismissed. 

IT IS ORDERED, accordingly, that the application for an excep- 
tion from the competitive bidding requirements of Rule 50 with 
respect to the proposed sale of the outstanding securities of The Con- 
necticut Gas Company be, and it hereby is, granted, effective forth- 
with; and 

IT IS FURTHER ORDERED that said application, insofar as it 
is made on behalf of The Hartford Electric Light Company and 
Northeast Utilities Service Company be, and it hereby is, dismissed. 

By the Commission (Commissioners Hertone, Loomis and Evans). 
(Chairman Cook and Commissioner Owens not participating). 


8If Wallingford desires to brief the issue regarding its alleged right of first refusal, it 
may do so in the subsequent proceeding under Section 12(d) and Rule 44. See Illinois 
Power Company, Holding Company Act Release No. 17137 (May 19, 1971). 

® See Central Illinois Public Service Co., 32 S.H.C, 202, 204 n. 4 (1951). 





IN THE MATTER OF 
THE APPLICATION OF 
DON D. ANDERSON & CO., INC. 
DON D. ANDERSON 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 83-3791. Promulgated March 2, 1973 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Circumvention of Net Capital Requirements 
Inadequate Net Capital 

Failure to Amend Membership Application 
Failure to Register Principal 


In proceedings for review of disciplinary action taken by registered securities 
association, its findings that member firm and its president engaged in a deceptive 
contrivance to circumvent the Commission’s net capital rule, and failed to comply 
with net capital requirements, to amend firm’s application for membership and to 
register a principal of the firm, sustained, and its order expelling member, fining 
president and barring him from association with any member, and censuring 

‘ both, afirmed. 


APPEARANCES : 
Herbert F. Hewett, for applicants. 


Lloyd J. Derrickson and Dennis C. Hensley, for the National As- 
sociation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Don D. Anderson & Co., Inc., a member of the National Association 
of Securities Dealers, Inc. (“NASD”), and Don D. Anderson, its presi- 
dent, filed an application, pursuant to Section 15A(g) of the Securi- 
ties Exchange Act of 1934, for review of disciplinary action taken 
against them by the NASD. On the basis of its findings that applicants 
had violated certain of its Rules of Fair Practice, the NASD expelled 
the firm from membership, barred Anderson from association with 
any NASD member and fined him $5,000, censured applicants and 

45 §.B.C.—34——10022 
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assessed costs. Applicants and the NASD filed briefs with us. Our 
findings are based upon a review of the record made before the NASD. 


VIOLATIONS OF RULES OF FAIR PRACTICE 


1, The NASD found that applicants violated Sections 1 and 18 of 
Article III of its Rules? in that the firm engaged in a deceptive con- 
trivance to circumvent the provisions of our net capital rule ? by list- 
ing an amount of $70,000 in a preferred stock account as of July 31, 
1969, when in fact that amount was not deposited until a later date 
and then immediately withdrawn. The NASD found that the effect of 
this contrivance was to show an excess of net capital as of July 31 in- 
stead of an actual net capital deficiency on that date of about $40,000. 

The record shows that in late July 1969, Anderson, prior to leaving 
on vacation, made out a check to the firm in the amount of $70,000, 
ostensibly to purchase 700 shares of the firm’s preferred stock. Ander- 
son admitted that there were insufficient funds in his account to cover 
the check, but testified that he had arranged with his bank to honor it 
if it became necessary for the firm to deposit the check to maintain ade- 
quate net capital. In fact, Anderson’s check was not deposited until 
August 21, 1969. On the same day, however, the firm “repurchased” 
the 700 shares of its stock from Anderson for the identical amount of 
$70,000, while at the same time applicants sent the NASD the firm’s 
trial balance and net capital computation as of July 31 which included 
the $70,000 represented by Anderson’s then uncashed check as an asset 
for net capital purposes. 

Applicants argue that Anderson’s check was not deposited in July 
due to a clerical error; that, in any event, it was an asset for net capital 
purposes as of July 31 since it was in the possession of the firm and 
readily convertible into cash; and that the fact that the firm subse- 
quently redeemed the stock from Anderson is irrelevant since there 
was a completed sale to Anderson as of the end of July. We cannot 
accept these contentions. Viewing the totality of the circumstances, we 
conclude, as the NASD found, that applicants engaged in a deceptive 
contrivance to overstate the firm’s net capital position as of July 31, 
so that the firm would be able to continue in business in ostensible 
compliance with our net capital rule.* We therefore affirm the NASD’s 
findings of violations. 


1 Section 1 requires the observance of high standards of commercial honor and just and 
equitable principles of trade. Section 18 proscribes the use of deceptive or fraudulent 
devices in securities transactions. 

2 Rule 15¢c3—1 under Section 15(c)'(3) of the Act. Those provisions, as then in effect, 
provided that a broker-dealer could not engage in business unless its aggregate indebted- 
ness to all other persons did not exceed 2,000% of its net capital computed as specified 
in the rule, and it maintained net capital of at least $5,000. 

3 See Capital Securities Oo., 43 S.H.C. 758, 759-760 (1968) ; Lomasney ¢ Company, 44 
§.E.C, 453, 454 (1970). 
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2. The NASD found that the firm had a net capital deficiency as of 
April 30, 1970, computed in accordance with our net capital rule, of 
about $13,600, and that the firm and Anderson thereby violated Sec- 
tion 1 of Article III of the NASD’s Rules. In making its computation, 
the NASD did not include as an asset a $20,000 loan by the firm to one 
of its directors. Applicants stated before the District Committee that 
the loan was collateralized by 200 shares of the firm’s preferred stock, 
which the director ultimately surrendered in order to satisfy his debt. 
After the District Committee rendered its decision rejecting the loan 
receivable as an allowable asset for net capital purposes. Anderson 
testified before the Board of Governors that the loan to the director 
was collateralized by additional securities, to which applicants ascribe 
a total value of $8,363 as of the date in question. 

Under our net capital rule, net worth is adjusted by deducting “assets 
which cannot be readily converted into cash . . . including .. . all 
unsecured advances and loans.” * However, secured receivables are 
also excludable from net capital if a broker-dealer cannot demonstrate 
that the account is readily convertible into cash.*° No such demonstra- 
tion was made here. Even if the firm’s preferred stock was held as 
collateral and had an intrinsic value of $20,000, as aserted by ap- 
plicants, it did not possess the necessary liquidity to justify the in- 
clusion of the loan receivable as an asset for net capital purposes.® 
And even assuming that the firm held the claimed additional securities 
as collateral for the loan, and that such securities were readily con- 
vertible into cash at their ascribed valuation, the inclusion in the 
firm’s net capital of that portion of the loan would not have cured 

‘the net capital deficiency as of April 30, 1970. We accordingly affirm 
the NASD’s findings that applicants violated Section 1 of Article ITI. 

3. The NASD found that applicants violated Section 1 of Article 
III in that the firm failed to amend its membership application to 
disclose that about May 1965 two persons had become directors of the 
firm and that each was owner of 10% or more of the firm’s preferred 
stock, and failed from January 1969 to register a director of the firm 
as a principal. Applicants do not contest these findings and, on the 
basis of our review of the record, we agree with the NASD’s determi- 
nations. 

We conclude that in the foregoing respects applicants violated the 
NASD’s Rules, and that their conduct was inconsistent with just and 
equitable principles of trade. 

Subsection (c)(2)(B). Applicants’ citation of Subsection (c)(6) defining when the 
indebtedness of a broker-dealer is “adequately collateralized” for purposes of the rule is 
inapposite. 


5 Securities Exchange Act Release No. 8024, p. 9 (January 18, 1967). 
6 Cf. Don D. Anderson € Co., Inc. Vv. 8.E.C., 423 F. 2d 813, 816 (C.A. 10, 1970). 





222 SECURITIES AND EXCHANGE COMMISSION 


PUBLIC INTEREST 

Applicants contend that the sanctions imposed on them are exces- 
sive. They assert, among other things, that Anderson was the only firm 
principal involved in these proceedings, and that innocent share- 
holders of the firm will be affected by the NASD’s action. We note, as 
did the NASD’s Board of Governors in increasing the sanctions im- 
posed by the District Committee,’ that this is the third NASD dis- 
ciplinary proceeding involving applicants. In 1966, the Board found 
that applicants had violated our net capital rule and Regulation T of 
the Federal Reserve Board, and imposed suspensions and a fine.® In 
1968, we affirmed similar sanctions imposed by the NASD on the basis 
of findings that applicants had again violated our net capital rule, and 
the firm, the NASD’s interpretation with respect to free-riding and 
withholding.® 

Now, for the third time, applicants have been found in violation of 
our net capital rule, and to have devised a deceptive contrivance which 
concealed a capital deficiency under that rule. In view of their con- 
tinued inability or unwillingness to comply with applicable require- 
ments, we are unable to conclude that the sanctions imposed on appli- 
cants by the NASD are excessive or oppressive with due regard to the 
public interest. 

Accordingly, IT IS ORDERED that the proceedings for review be. 
and they hereby are, dismissed. 

By the Commission (Commissioners OwENns, HERLONG AND Loomis). 

7The District Committee suspended the firm from NASD membership for 5 days and 
fined it $5,000, revoked Anderson’s registration as a registered principal and barred him 
from association with any NASD member. 

§ Complaint No. K-72, District No. 4 (July 8, 1966). 


®Don D. Anderson € Oo., Inc., 43 S.B.C. 989 (1968), Afff'd 423 F. 2d 818 (C.A, 10, 
1970). 





IN THE MATTER OF 


THE JAEGER MACHINE COMPANY 
File No. 1-597. Promulgated March 6, 1973 
Securities Exchange Act of 19384 


STRIKING OF SECURITY FROM LISTING AND REGISTRATION 


Insufficient Publicly Held Shares 
Inadequate Market Value of Shares 
Inadequate Net Income 


Where issuer failed to meet guidelines of exchange for continued 
listing of stock with respect to number of publicly held shares, market 
value of such shares and of outstanding shares, and average net in- 
come for preceding 3 years, and there was no substantial basis for 
issuer’s claim of noncompliance by exchange with own and Commis- 
sion rules with respect to its consideration and rejection of proposals 
presented by issuer in effort to retain listing by meeting original list- 
ing standards, application by exchange to delist security granted, and 
request for hearing denied. 


APPEARANCES: 


Merle S. Wick, Vice-President, and Vincent W. Plaza, Associate 
‘Director, Department of Stock List, for the New York Stock 
Exchange. 
David A. Johnston, Jr., of George, Greek, King, McMahon & Mc- 
Connaughey, for The Jaeger Machine Company. 
Sam Skurnick, a stockholder of The Jaeger Machine Company, 
pro se. 
FINDINGS, OPINION AND ORDER 


The New York Stock Exchange filed an application, pursuant to 
Section 12(d) of the Securities Exchange Act of 1934 and Rule 12d2-2 
thereunder, to strike from listing and registration on the Exchange 
the $5 par value common stock of The Jaeger Machine Company.’ 

1Section 12(d) of the Act and Rule 12d2-2(c) provide in pertinent part that, upon 
application by a national securities exchange, a security registered with such exchange 
may be stricken from listing and registration in accordance with the rules of the exchange 
and upon such terms as we may deem necessary to impose for the protection of investors. 


The Rule also provides that we may order a hearing to determine whether the application 
has been made in accordance with such rules or what terms should be imposed. 


45 S.E..C.—34——10029 
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Trading in the stock was suspended by the Exchange effective April 3, 
1972. Statements in opposition to the application were filed by Jaeger 
and by Sam Skurnick, a stockholder of Jaeger, and a response was 
submitted by the Exchange. 

The delisting policies of the Exchange provide that, in furtherance 
of its aim to provide an auction market for securities of well-estab- 
lished companies in which there is a broad public interest and owner- 
ship, the Exchange will normally consider delisting securities of a 
company which falls below certain numerical and other guidelines or 
criteria. The guidelines which led to such consideration here are (1) 
a company should have at least 600,000 publicly-held shares, excluding 
concentrated holdings of 10% or more and shares held by officers, 
directors, or their immediate families; (2) the aggregate market value 
of publicly-held shares should be at least $5 million; and (3) the 
aggregate market value of all outstanding shares should be at least 
$8 million and the average net income after taxes for the past 3 years 
at least $600,000.2 The application states that Jaeger had only about 
583,142 publicly-held shares, that these had an aggregate market value 
of approximately $4.7 million, that the total market value of out- 
standing shares was only about $6.3 million, and that Jaeger’s average 
net income after taxes for the 3 fiscal years ended June 30, 1971 was 
about $145,371. 

Jaeger admits that it did not meet the delisting guidelines in ques- 
tion. It contends, however, that the Exchange failed to give appro- 
priate consideration to certain proposals submitted by the company 
pursuant to a provision of the Exchange’s delisting guidelines. That 
provision states that when a company falls below any of the numerical 
delisting criteria, the Exchange “may give consideration” to any 
definitive action the company would propose to take that would bring 
it in line with original listing standards.’ Jaeger asserts in substance 
that the Exchange’s staff unreasonably thwarted Jaeger’s efforts to 
work out an appropriate solution, and that the decision of the Ex- 
change’s Board of Governors to seek the delisting of Jaeger stock 
was reached without the benefit of material facts concerning Jaeger’s 
efforts and the staff’s positions. 

The record shows that Jaeger was advised by the Exchange in 
January 1971 that it fell below the dual delisting guideline relating 
to market value of outstanding stock and net income. Jaeger then 
commenced efforts designed to preserve its listed status which were 
initially directed towards a combination of Jaeger and Danmont 


2 New York Stock Exchange Guide, { 2499, Rule 499. 

*Rule 499.10. The Rule further provides that “changes that a company might consider 
or make that would bring it above the delisting criteria but not in line with original 
listing standards would normally not be adequate reason to warrant continued listing.” 
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Corporation, owner of about 25% of Jaeger’s outstanding stock, into 
a new corporation. In May 1971, following extensive discussions with 
the staff of the Exchange and approval of the proposed combination 
by the directors of the two companies, the staff agreed to the inclusion 
of certain statements in the joint proxy material to be submitted to 
shareholders. Those statements were that Jaeger and Danmont had 
proposed to the Exchange that the new stock to be issued by the 
combined company be listed, with listing of the Jaeger stock to be 
continued in the interim, and that the staff had indicated that, subject 
to review of the final proxy statement, it would be prepared to receive 
a listing application for consideration on its merits and would expect 
to be in a position to recommend its approval to the Board of Gov- 
ernors. Following distribution of the proxy statement, however, certain 
Jaeger shareholders brought suit to enjoin the shareholder meetings, 
alleging that the proxy statement was false and misleading.* On June 
28, 1971, the Court issued a preliminary injunction against any vote 
on the proposed combination and, except for a period from July 1971, 
when the injunction was lifted because it appeared that a settlement 
had been reached, until its reinstatement in August 1971, the injunction 
remained in force until after the instant application was filed.® 

On August 20, 1971, after the injunction had been reinstated and 
Jaeger was below the other two guidelines pertaining to the number 
and market value of publicly-held shares (as raised effective July 
1971), the Exchange staff advised Jaeger that it had decided to recom- 
mend delisting to the Board of Governors. Jaeger then explored other 
avenues with the staff. First, it proposed that Jaeger make a one for 
_ two rights offering. Jaeger’s president, J. M. Conroy, characterized this 
proposal as a first step toward meeting original listing requirements 
which, through acquisition of other businesses and internal develop- 
ment, would permit Jaeger to meet such requirements within 3 years. 
According to Conroy, he was advised by a siaff member of the Ex- 
change that this proposal was not acceptable, principally because it 
did not include a viable program to meet original listing standards 
with respect to earnings in the near future. Another proposal, involv- 
ing a merger of Jaeger and MSN Industries, Ltd., a subsidiary of 
Danmont, was then developed and presented to the Exchange staff 
on February 3, 1972.° Conroy characterized this proposal as “not a 


4Karl Jaeger, et al. v. Danmont Corporation, et al., Civil Action No. 71-168 (S.D. 
Ohio). 

5 Jaeger and Danmont appealed from the Court’s order of August 19, 1971 reinstating 
the injunction. On ‘May 19, 1972 the District Court vacated the injunction conditional on 
a remand by the Court of Appeals. On June 20, 1972, that Court remanded the case to the 
District Court. 

® Jaeger stat:s that the opponents of the Jaeger-Danmont combination indicated agree- 
ment with this plan, 


246-829 0 - 79 - 16 
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formal proposition” but rather in the nature of an inquiry whether 
the staff would consider Jagger’s proposed merger with MSN, which 
had earnings in the range of $1.3-1.5 million, as a “significant first 
step” in a program which would enable Jaeger eventually to meet 
original listing standards. According to Conroy, a staff member in- 
formed him on the same day that the staff would recommend delisting 
to the Advisory Committee of the Board of Governors because, among 
other things, the proposa] for the Jaeger-MSN merger was too 
tentative. 

Also on the same day, the Exchange staff, in a memorandum to the 
Advisory Committee which made no reference to the MSN merger 
proposal, recommended delisting of the Jaeger stock. It cited, among 
other things, Jaeger’s poor earnings in recent years, including a net 
loss of $365,000 for the year ended June 30, 1971, which brought 3-year 
average earnings down to $145,371. The memorandum stated that 
Jaeger was unable to offer a specific proposal that would bring it in 
line with original listing standards. It referred to the aborted pro- 
posal to combine Jaeger and Danmont, and stated that, based on a 
review of supplemental proxy materia] distributed after the injunction 
was temporarily lifted and other information emerging from the liti- 
- gation, the staff had concluded it would be inappropriate to list the 
shares to be issued in the proposed combination, although this was now 
academic in view of the subsequent reinstatement of the injunction; 
and that the proposed rights offering was not of the substance con- 
templated by Exchange policy, since, even if successful, it would have 
brought Jaeger only above the delisting criteria but not up to original 
listing standards. 

Subsequently, a hearing was held before the Advisory Committee at 
which Jaeger and Skurnick made presentations, including a descrip- 
tion of the proposed Jaeger-MSN merger and its asserted significance 
as a step toward compliance with original listing criteria. Thereafter 
additional written presentations were made, including representations 
by Jaeger that a combination of Jaeger and Danmont could be effected 
on terms acceptable to the dissident stockholders who would cause 
the pending litigation to be terminated ; that the combined companies 
would meet all but one of the original listing standards and that the 
remaining standard could be met through a relatively minor acquisi- 
tion; and that only a few months were needed to implement the plan. 
However, on March 21, 1972, the Advisory Committee recommended 
to the Board of Governors that trading in Jaeger stock be suspended 
and that a delisting application be filed, and the Board accepted this 
recommendation. 
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Under the circumstances described above, we consider there is no 
substantial basis for Jaeger’s claim of non-compliance by the Ex- 
change with its own rules nor do we consider that it would serve a 
useful purpose to order a hearing, as requested by Jaeger, for further 
exploration of that claim. We are in accord with Jaeger’s argument 
that the provision of the delisting guidelines with respect to a com- 
pany’s proposals to bring itself in line with original listing standards 
must be administered fairly, but we find no unfairness here. It was the 
action of dissident shareholders in blocking implementation of the pro- 
posed Jaeger-Danmont combination, and not the action of the Ex- 
change, which prevented that combination from coming to fruition 
on terms at least tentatively acceptable to the Exchange staff. The 
alternative proposals for a rights offering and then for a merger with 
MSN, which Jaeger’s president conceded would be only a “first step” 
toward compliance with original listing standards, would have left 
Jaeger far short of those standards and offered at best long-range 
programs for reaching them.’ Nor can we quarrel with the Exchange’s 
refusal to grant Jaeger’s last-minute request for a further delay of 
several months to permit resurrection of its initial proposal for a 
Jaeger-Danmont combination, albeit on different terms. Under the 
circumstances, including the substantial time elapsed since Jaeger 
first. fell below the delisting standards and consideration was first 
given to delisting, and the substantial net loss sustained by Jaeger in 
its 1971 fiscal year, Jaeger’s characterization of such refusal as an 
arbitrary reversal of the earlier staff position regarding such a com- 
bination is wholly unwarranted. 

Jaeger also complains that the staff memorandum to the Advisory 
Committee, on which it asserts that Committee relied in making its 
own recommendation to the Board of Governors, was misleading and 
incomplete, particularly in its description of the Jaeger proposals and 
the bases for their rejection by the staff. However, with an exception 
noted below, the memorandum was substantially accurate in its discus- 
sion of the proposed Jaeger-Danmont combination and the proposed 
rights offering. The omission of any reference to the proposed Jaeger- 
MSN merger may be attributable to the fact that it was not presented 
to the staff until the day on which the memorandum was submitted. 
While there were certain inaccuracies in the memorandum pertaining 
to the status of the shareholder litigation and the finality of the 


7Since in our view the Exchange clearly did not abuse its discretion by in effect re- 
jecting Jaeger’s MSN merger proposal, we do not reach Jaeger’s further assertion that 
the Exchange staff, in recommending delisting notwithstanding that proposal (which if 
consummated would result in Danmont holding about 50% of the stock of the surviving 
company), improperly relied in part upon an unpublished Exchange guideline not to list 
the stock of a corporation more than 30% owned by another corporation. 





228 SECURITIES AND EXCHANGE COMMISSION 


Court’s order,’ Jaeger itself did not at that time regard the original 
Jaeger-Danmont combination as a viable proposal in view of that liti- 
gation. Moreover, as noted, Jaeger subsequently appeared at the hear- 
ing before the Advisory Committee, at which it made an extensive 
presentation and described the proposed merger with MSN. Further 
meetings were held between Jaeger and the Exchange staff and further 
written submissions were made by Jaeger which the Exchange states 
were considered by its Advisory Committee. Under the circumstances, 
we find no substance in Jaeger’s argument that it was not accorded a 
full and fair hearing.® 

We also reject Jaeger’s contention that the Exchange’s application 
was deficient under our rules because it failed to set forth the nature 
and history of the various proposals advanced by the company and the 
details of its negotiations with the Exchange’s staff. Jaeger points to 
subsections (e) (iii) and (iv) of our Rule 12d2-2 which require that 
a delisting application set forth “all material facts relating to the 
reasons” for filing the application and the steps taken by the applicant 
to comply with exchange rules governing delisting. We think the Ex- 
change complied with the rule by citing the respects in which Jaeger 
failed to meet delisting guidelines and noting the major procedural 
steps leading to the filing of the application. In any event, the facts 
which Jaeger asserts should have been recited are spread fully on the 
record before us. 

We find no merit in Jaeger’s further argument that the Exchange 
unfairly relied on Jaeger’s failure to meet the delisting standards per- 
taining to the number and market value of publicly-held shares since 
Jaeger was at all times prepared to correct the “slight” deficiency in 
the number of shares through a stock dividend, and the threat of de- 
listing “undoubtedly” depressed the market price by at least the ex- 
tent of the deficiency under the market value standard. At the time 
those deficiencies came into being, Jaeger was already required to bring 
itself in line with original listing standards by reason of its having fal- 
len below the dual delisting standard relating to the market value of 
outstanding shares and 8-year average net income. Thus, the facts 
that Jaeger could have increased the number of publicly-held shares 
above the delisting guideline and that the threat of delisting may have 
depressed the market price of its stock to some extent are immaterial.” 

Skurnick additionally contends that the Exchange’s action here was 
discriminatory because it has assertedly not taken similar action against 
certain other companies which have also fallen below delisting stand- 


8The memorandum incorrectly characterized the preliminary injunction as a “final 
court determination” from which Jaeger did not plan to appeal. 

® See Intercontinental Industries, Inc. v. American Stock Eachange, 452 F. 2d 935 (C.A. 
5, 1971). 

10 Of. Western Maryland Railway Company, 45 S.H.C. 96 (1972). 
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ards, and that the delisting guidelines based on market value are un- 
fair and injurious to investors because, among other things, market 
value assertedly reflects general market conditions rather than a com- 
pany’s basic financial condition. He urges that we withhold approval 
of the Exchange’s application pending a review of the guidelines relat- 
ing to market value and the fairness of the requirement that companies 
which fall below delisting standards must bring themselves into con- 
formance with original listing standards. 

The Exchange has denied that its action against Jaeger was discrim- 
inatory, but, in any event, the fact that the Exchange may not yet have 
taken action against other companies which have fallen below stand- 
ards for continued listing is not a basis for denying its application 
here.** And we find no basis for acceding to the request that we with- 
hold approval of the application pending a review of designated guide- 
lines. In our view, no showing has been made that the market value 
guidelines, which do reflect a generally accepted measure of an issuer’s 
substantiality,’? and the requirement for meeting original listing stand- 
ards once the permissible deviation from such standards has been ex- 
ceeded, are inappropriate.’ 

We recognize, of course, that delisting may have adverse effects on 
present investors. Its primary purpose, however, is the protection of 
future investors who rely on the fact of listing as an indication that 
the securities meet the qualifications which such listing suggests.’* If 
and when Jaeger is in a position to comply with the Exchange’s then 
current standards for original listing, it may of course apply for a 
new listing. We conclude that it is appropriate to grant the Exchange’s 
application. 

Accordingly, IT IS ORDERED that the application of the New 
York Stock Exchange to strike from listing and registration the $5 
par value common stock of The Jaeger Machine Company be, and it 
hereby is, granted. 

By the Commission (Commissioners OwEns, Hertone and Loomis). 
(Chairman Coox and Commissioner Evans not participating). 


11 See F. L. Jacobs Co., 43 S.B.C. 792, 795 n. 9 (1968). 

13 Skurnick concedes that market value averaged over a period of time may be considered 
as reflecting the value assigned to a business by prudent investors. 

13 We also see no basis here for granting Jaeger’s request that we institute proceedings 
under Section 19(b) of the Act with a view to requiring the Exchange to apply “only fair 
published rules” in a non-discriminatory manner and to adopt proper rules for “full and 
fair’ hearings. And we reject its contention that the Exchange’s conduct in the instant 
matter violated antitrust laws. See American Electronics, Inc., 43 S.E.C. 687, 689-690 
(1968). 

14 See Langley Corporation, 45 S.H.C. 85, 87 (1972), and cases there cited. 




































IN THE MATTER OF 
VTR, INCORPORATED 
File No. 1-3393. Promulgated April 4, 1973 
Securities Exchange Act of 1934 


STRIKING OF SECURITY FROM LISTING AND REGISTRATION 





Failure to Comply with Listing Agreement 
Net Losses 
Inadequate Market Value of Shares 





Where issuer failed to comply with exchange listing agreement by failing to 
publish, submit to shareholders or file with exchange audited yearly financial 
statements, had net tangible assets of less than $2 million and sustained net 
losses in two of its three most recent fiscal years, and the aggregate market value 
of its publicly held shares was less than $1 million, application by exchange to 
strike securities from listing and registration granted, and request. for postpone- 
ment to give new management opportunity to reorganize company in effort to meet 
standards for continued listing denied. 





APPEARANCES : 


Joseph A. DeRose, Vice President, for American Stock Exchange. 
William J. Davis, of Schulman & Gasarch, for VTR, Incorporated. 


FINDINGS, OPINION AND ORDER 





The American Stock Exchange has filed an application, pursuant to 
Section 12(d) of the Securities Exchange Act of 1934 and Rule 12d2- 
2(c) thereunder, to strike from listing and registration on the Ex- 
change the $1.00 par value common stock of VTR, Incorporated.’ 
Trading in the stock has been suspended by the Exchange since June 4. 
1970.? The Exchange filed a statement in support of its application, and 
VTR filed statements in opposition. 

The application is based on the policy of the Exchange to consider 
the delisting of a security in certain situations including the following: 
(1) The issuer has failed to comply with its Exchange listing agree- 





1 Section 12(d) of the Exchange Act and Rule 12d2-2(c) provide in pertinent part that, 
upon application by a national securities exchange, a security registered with such ex- 
change may be stricken from listing and registration in accordance with the rules of the 
exchange and upon such terms as we may: deem necessary to impose for the protection of 
investors. 

2The Wxchange’s application states that this action was taken due to the lack of 
available public information concerning the company’s financial condition and operations. 


45 S.H.C.—34——10078 
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ments; (2) the issuer’s financial condition and/or operating results 
appear to be unsatisfactory and do not warrant continuation of the 
listing ; (3) the aggregate market value of the security has fallen below 
an acceptable level.* In implementing its policy the Exchange has 
adopted various guidelines which provide, among other things, that 
delisting will normally be considered when (a) an issuer which has net 
tangible assets of less than $2 million has sustained nei losses in two of 
its three most recent fiscal years, or (b) the aggregate market value of 
publicly held shares (exclusive of management and concentrated hold- 
ings) is less than $1 million.‘ 

The application states that VTR failed to comply with its listing 
agreement in that it did not publish, submit to shareholders, or file 
with the Exchange within the required time, audited financial state- 
ments for the years ended December 31, 1970 and December 31, 1971; 
that the company’s unaudited 1970 financial statement reflected a 
deficit in net tangible assets of $2.9 million and a net loss of $9.4 
million for the year, as well as a working capital deficit of $4.6 mil- 
lion; that VTR reported a loss of $1,644,845 for the six months ended 
June 30, 1971 and anticipated an extraordinary loss of $6,000,000 for 
the year; and that, as of October 24, 1972, the aggregate market value 
of VTR’s publicly held shares was substantially below $1 million. 

VTR does not seriously question the fact that its stock is subject to 
delisting under the designated Exchange guidelines.’ It asserts, how- 
ever, that its management changed in October of 1972. Pointing to 
this change in management, it asks that the Exchange’s application be 
denied in toto, or, alternatively, that it be deferred for at least six 
. months to give present management an opportunity to reform com- 
pany affairs and meet the Exchange’s criteria for continued listing. 
Among other things, VTR states that it is in the process of preparing 
its delinquent financial statements, that it is actively seeking business 
opportunities which can utilize its approximately $16 million tax loss, 
that it has recently entered into a transaction from which it expects 
to realize considerable cash flow which will enabl> it to enter into 
other transactions and settle the debts of those subsidiaries which 
merit continued operation, and that it does not anticipate that its 
1972 financial statement will show a loss for the year although, “due to 
bookkeeping delays,” it may reflect some 1971 losses. 


3 American Stock Exchange Guide 71002. 

4Id. 71003. 

8 VTR asserts that on the basis of the high bid in the pink sheets of January 9, 1973, 
just prior to the filing of its final statement herein, the value of its publicly held shares 
exceeded $1 million. However, as we have previously pointed out, the Exchange’s action is 
to be tested on the basis of the facts existing and before it at the time of its determination 
to seek delisting. Acme Missiles € Construction Corporation, 43 S.E.C. 485, 489 (1967). 
We note, moreover, that the value of VTR’s publicly held shares was below $1 million on 
the basis of the other four bids in the pink sheets of January 9, 1973, 
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We think VTR’s hopes and expectations an insufficient basis for dis- 
turbing the Exchange’s determination that its stock should now be 
delisted.° As the issuer admits, there is no assurance that new man- 
agement will be successful in reorganizing the company or that, even 
if it is, VTR will be able to bring its financial condition into line with 
the Exchange’s requirements for continued listing.” While, as VTR 
urges, delisting may have adverse effects on current stockholders, the 
primary purpose of delisting is the protection of possible future in- 
vestors who rely on the fact of listing as an indication that the securi- 
ties meet the qualifications such listing suggests.* If and when VTR 
is in a position to comply with the Exchange’s then current standards 
for original listing, it may of course apply for a new listing. We con- 
clude that there is no basis for postponing action on the Exchange’s 
application, and that it is appropriate to grant the application. 

Accordingly, [T [S ORDERED that the application of the Ameri- 
can Stock Exchange to strike the $1.00 par value common stock of 
VTR, Incorporated from listing and registration on the Exchange be, 
and it hereby is, granted. 

By the Commission (Commissioners OwEns, Hertone and Loomis), 
Chairman Cook and Commissioner Evans not participating. 


® See Fotochrome, Inc., 43 S.B.C. 151 (1966) ; Magic Marker Corporation, 43 S.B.C. 500 
(1967). 

7On February 1, 1973, we ordered the temporary suspension of over-the-counter trading 
in VTR stock because of the unavailability of adequate and accurate current information 
concerning the issuer’s financial condition and business operations. At the same time a 
complaint was filed in the United States ‘District Court for the District of Columbia to 
compel VTR, among others, to file various reports for 1970, 1971 and 1972 as required 
by the Exchange Act. Litigation Release No. 5717 (February 1, 1973), 1 S.E.C. Docket 
No. 1, p. 29. 

8 See Langley Oorporation, 45 S.B.C. 85, 87 (1972), and cases there cited. 








IN THE MATTER OF 
ROBERT L. RAFF 
File No. 3-2990. Promulgated April 16, 1973 


Securities Exchange Act of 1934 
BROKER-DEALER PROCEEDINGS 
GROUNDS FOR BAR FROM ASSOCIATION WITH BROKER-DEALER 


Where former principal of registered broker-dealer aided and abetted viola- 
tions of antifraud, net capital and recordkeeping provisions of Securities Ex- 
change Act, failed to exercise proper supervision to prevent violations, and was 
subject to permanent injunction against violations of such provisions, held, ap- 
propriate in public interest to bar him from association with broker-dealer. 


APPEARANCES : 


Floyd L. Nowland, of Karr, Tuttle, Koch, Campbell, Mawer & 
Morrow, for Robert L., Raff. 

Lane B. Emory, of Seattle Regional Office of the Commission, for 
the Division of Enforcement. 


FINDINGS, OPINION AND ORDER 


After hearings in these proceedings pursuant to Sections 15(b) and 
15A of the Securities Exchange Act of 1934, the administrative law 
judge filed an initial decision in which he found, among other things, 

‘that Robert L. Raff, formerly president and principal stockholder of 
a registered broker-dealer, during 1970 and 1971 had willfully aided 
and abetted violations of the antifraud, net capital and recordkeeping 
provisions of Sections 10(b), 15(c) (3) and 17(a) of the Exchange Act 
and Rules 10b-5, 15c3-1, 17a-3 and 17a-4 thereunder; failed to exer- 
cise reasonable supervision over persons subject to his supervision with 
a view to preventing such violations; and was subject to a permanent 
injunction entered by the United States District Court of the Western 
District of Washington, on his consent, against violations of such pro- 
visions. The administrative law judge concluded that, under the cir- 
cumstances, an order barring Raff for association with any broker or 
dealer was required in the public interest. 

Raff does not except to the findings of violations. He appeals only 
from the conclusion that an order barring him from association with 
a broker-dealer is required in the public interest. He argues that such 
an action would be unduly harsh and that the public interest would 
be adequately protected by his suspension from association with a 
broker-dealer for a period of nine months with any further association 
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being restricted to positions where he would be under appropriate su- 
pervision. He also notes that as a practical matter he has not been in 
the securities business since he terminated his relationship with the 
broker-dealer registrant in February 1971.7 

We granted Raff’s petition for review of the sanction set forth in 
the initial decision. After an independent review of the record, we con- 
clude that the factors adverted to by Raff are insufficient to outweigh 
the public interest factors cited by the administrative law judge. 
Hence we affirm his conclusion that Raff should be barred. 

As the administrative law judge noted, while registrant was in seri- 
ous net capital difficulties Raff made incomplete and misleading state- 
ments to persons from whom he sought subordinated loans and 
directed that entries be made in registrant’s books and records which 
made them inaccurate, incomplete and misleading, with the result 
that registrant carried on business as usual when remedial measures 
were required. These violations were serious and related to key pro- 
visions of the Exchange Act, and they cannot be excused by Raff’s as- 
sertion that his conduct was motivated by his hope and desire to keep 
registrant in business in the interests of its employees and clients. 
And as the administrative law judge further noted, a bar order is not 
necessarily a permanent exclusion from the securities business; such 
an order may be modified upon application by a respondent for per- 


mission in the future to reenter the business upon an appropriate 
showing and subject to conditions designed to protect the public 
interest.? 

Accordingly, IT IS ORDERED that Robert L. Raff be, and he 
hereby is, barred from being associated with a broker or dealer. 

By the Commission (Commissioners OwEns, Hertone and Loomis), 
Chairman Coox and Commissioner Evans not participating. 


1 Registrant did not seek review of the decision of the administrative law judge suspend- 
ing its broker-dealer registration for 60 days and that decision has become final. Fox-Raff 
& Co., Inc., Secvrities Exchange Act Release No. 9893 (December 7, 1972). At that time 
the firm was involved in proceedings under Chapter XI of the Bankruptcy Act in the 
United States District Court for the Western District of Washington. 

2 Pennaluna & Company, Inc., 44 '8.E.C. 336, 339 (1970). 





IN THE MATTER OF 
MIDDLE SOUTH UTILITIES, INC. 
ARKANSAS-MISSOURI POWER COMPANY 


File No. 38-3660. Promulgated April 25, 1973 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


Middle South Utilities, Inc. (“Middle South”), a registered hold- 
ing company, and its subsidiary company, Arkansas-Missouri Power 
Company (“Ark-Mo”), have filed an application pursuant to para- 
graph (a) (5)(C) of Rule 50 under the Public Utility Holding Com- 
pany Act of 1935 (“Act”) for an exception from the competitive 
bidding requirements of the Rule.’ The application relates to the pro- 
posed disposition by Ark-Mo of the outstanding common stock of 
the Associated Natural Gas Company (“Associated”), its small na- 
tural gas distribution subsidiary. 

We issued a notice of filing pursuant to Rule 23.2? Among other 
things, the notice afforded any interested person an opportunity to 
request a hearing, stating the nature of his interest, the reasons for 
the request, and the issues of fact or law raised by the application 
which he desires to controvert. 

It further stated that after the date specified in the notice the appli- 
cation, as filed or amended, may be granted, or we may take such 
other action as we may deem appropriate. The cities of Kennett, Sikes- 
ton, Malden and Oran, Missouri (“Cities”) filed a petition to intervene 
pursuant to Rule 9(a) of our Rules of Practice * urging that a hear- 


ing be held. 


1The competitive bidding requirement under Rule 50 applies only to a sale of securities 
to be issued, or which are owned, by a registered holding company or a subsidiary company 
thereof. Paragraph (a) (5) provides for several exceptions by order, including in clause (C) 
an exception premised on a determination that competitive bidding is not ‘‘necessary or 
appropriate in the public interest or for the protection of investors or consumers to assure 
the maintenance of competitive conditions, the receipt of adequate consideration or the 
reasonableness of any fees or commissions to be paid with respect to sale of securities 
subject to Section 12(d) of the Act.” 

4 Holding Company Act Release No. 17551 (April 21, 1972). 

3 Rule 9(a) provides that “. .. any interested State, State Commission, municipality or 
other political subdivision of a State shall become a party to any proceeding upon the 
filing of a written notice of appearance therein.” See also Section 19(a) of the Act. 
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Ark-Mo distributes electricity and natural gas at retail in north- 
east Arkansas and an adjoining area in southeast Missouri. Associated 
is engaged in distribution of natural gas at retail in contiguous por- 
tions of Missouri. Ark-Mo has constructed a liquefied natural gas 
facility (“LNG”) at a cost of about $4 million. This facility is in- 
tended to meet peaking requirements of Ark-Mo and Associated. 

As of December 31, 1971, the common stock of Associated had an 
underlying book value of about $5 million. Its outstanding 53g% first 
mortgage bonds then totaled $1,544,000. As of the same date the com- 
bined gas properties of Ark-Mo and Associated had a net book value 
of about $19,550,000; consolidated revenues from the distribution of 
natural gas, for the year then ended, were about $11,485,000. 

In our Findings, Opinion and Order dated May 5, 1971,* we ap- 
proved, pursuant to Section 10 and other provisions of the Act, a pro- 
posal by Middle South to acquire, through a tender offer, at least 80% 
of the common stock of the Ark-Mo and all of its outstanding shares of 
preferred stock in exchange for the common stock of Middle South on 
condition, to which Middle South agreed, that it dispose of all its inter- 
ests in the gas utility properties of Ark-Mo and Associated.® 

In support of the exception applicants state that Associated is too 
small for a sale of its common stock at competitive bidding and that 
in any event the exception provided for in paragraph (a) (5)(C) is 
appropriate. They state also that such exception would give them 
greater flexibility by permitting negotiations for a sale to one pur- 
chaser of all the properties, including the common stock of Associated. 
It is represented that, since the operations of Ark-Mo and Associated 
are interdependent, a unitary sale of the gas properties of both com- 
panies “may be a practical necessity.” 

In their intervention petition, the Cities state that they are presently 
served natural gas by Ark-Mo or Associated ; that they have expressed 
an interest in purchasing the distribution properties within their re- 
spective town limits; and that in response to initial overtures the Cities 
were advised that Ark-Mo was not disposed to sell the gas properties 
except as a unit. The Cities request a hearing with the right, as parties, 
to cross-examine and to present evidence. 

In their answer to the petition, applicants acknowledge that certain 
officers of Ark-Mo have expressed “some reservations about the feasi- 
bility and desirability of the piece-meal sale” of the gas properties. 
They now undertake to include the Cities among those from whom 
they will invite definitive proposals, and they will conduct negotiations 
under competitive conditions with one or more of the parties who sub- 


444 §.E.C. 548 (1971). 


5The publicly-held minority stock interest in Ark-Mo was eliminated pursuant to a 
Section 11(e) plan, which we approved. 44 S.E.C. 792 (1972). 
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mit proposals evidencing an adequate basis for such negotiations. They 
dispute the need for the hearing that the Cities request. 

We have granted exceptions in other cases under similar circum- 
stances. We grant the pending application because we find, in the 
words of paragraph (a) (5) (C), competitive bidding is not necessary 
or appropriate “to assure the maintenance of competitive conditions” 
and the other requirements of Section 12(d) of the Act. 

There is no need for a hearing to resolve the dispute concerning the 
alleged intent of the applicants with respect to the sale of the gas prop- 
erties. The exception herein granted constitutes no determination as 
to whom the properties are to be sold or how and with whom negotia- 
tions are to be conducted. These remain open questions. When agree- 
ment for sale is concluded, applicants must secure an order authorizing 
the sale, whether to one or more purchasers, pursuant to Section 12(d) 
and Rule 44 thereunder. In that proceeding, as we have recently noted,’ 
we shall inquire whether competitive conditions have been maintained 
during the negotiations,’ and the Cities will have a full and adequate 
opportunity, to the extent relevant to their interests, to address them- 
selves to that question in the light of what actually transpired in the 
conduct of negotiations. 

Our decision in American Power & Light Co., 30 S.E.C. 818 (1950), 
to which the Cities refer, does not support their views. In that case, 
under the procedures then in effect, we granted to the holding company 
informally an exception from competitive bidding under Rule 50 with 
respect to the sale of the common stock of a subsidiary company, sub- 
ject to a formal application after an actual sale was negotiated (30 
S.E.C. at 825, n. 8). Subsequently a formal application for the excep- 
tion was filed concurrently with a request to authorize a sale to a pur- 
chaser with whom a negotiated sale had been reached. We there con- 
cluded that an exception from competitive bidding under Rule 50 was 
justified but that the sale to the purchaser could not be authorized be- 
cause competitive conditions were not maintained in the negotiations. 
Accordingly, we granted the exception under Rule 50 provided that in 
the renegotiations which were to follow competitive conditions be 
maintained as prescribed by Section 12(d). 

The informal procedure with respect to exceptions from competitive 
bidding was abrogated in September 1959.° Since then, a company de- 
siring an exception from competitive bidding under Rule 50 must make 
application therefor,’° and no negotiations are permitted until an 


® Connecticut Light and Power Co., 45 S.E.C. 214 (1973) ; New England Electric System, 
Holding Company Act Release Nos. 17066 (March 25, 1971) and 17371 (November 23, 
1971). 

7 Connecticut Light and Power Co., 45 S.B.C. 214, 217 (1973). 

§ New England Electric System, 44 S.E.C. 756, 759 (1971). 

®* Connecticut Yankee Atomic Power Co., 41 S.E.C. 705, 714-715 (1968). 

10 Rule 50 provides also for some automatic exceptions, none of which are pertinent here. 
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order is issued upon appropriate notice. Applicants herein have ap- 
plied for an exception under Rule 50 and have not engaged in any 
negotiations in the meantime. Whether upon the grant of such excep- 
tion they will maintain competitive conditions remains to be seen and 
considered when they apply for an order authorizing the sale pur- 
suant to Section 12(d) and Rule 44. 

The requirements of Section 12(d) extend to a sale of utility assets, 
to which Rule 50 does not apply at all, as well as to a negotiated sale 
of securities excepted by order from competitive bidding under the 
Rule. The grant of an exception does not diminish these statutory re- 
quirements nor is it the occasion for imposing special guidelines or 
conditions in advance of negotiations because a potential purchaser 
may be apprehensive that a bid from him may not be welcomed by the 
seller. 

IT IS ORDERED, accordingly, that the application for an excep- 
tion from the competitive bidding requirements of Rule 50 with respect 
to the proposed sale of the outstanding securities of The Associated 
Natural Gas Company be, and it hereby is, granted, effective forthwith. 

IT IS FURTHER ORDERED that the request for an administra- 
tive hearing is hereby denied. 

By the Commission (Chairman Cook and Commissioners Owens, 
Hertone, Loomis and Evans). 


11 As we said recently regarding the maintenance of competitive conditions under Section 
12(d) : “As a matter of administrative policy we have left compliance with such conditions 
to be determined after negotiations and when a specific proposal to sell is submitted to us. 
It is not consistent with this policy to supervise the negotiations and to prescribe in 
advance, by order in a particular case, ground rules which a potential buyer may re- 
quest. ... A determination of compliance in the light of actual events better serves the 
statutory interests for which Section 12(d) was intended.” The Oonnecticut Light and 
Power Oo., 45 S§.H.C. 214, 217 (1978). 





IN THE MATTER OF 
LACY SALES INSTITUTE, INC. 
File No. 3-2481. Promulgated May 15, 1973 
Securities Act of 1933 


EXEMPTION FROM REGISTRATION 


Grounds for Suspension of Exemption 
Misleading Statements 
Failure to Comply with Terms and Conditions of Regulation A 


Where notification and offering circular, filed pursuant to Regulation A for 
purpose of obtaining exemption from registration under Securities Act of 1983, 
failed to make required disclosures with respect to broker-dealer firm’s participa- 
tion as underwriter in securities offering and receipt of underwriting compensa- 
tion; where notification failed to include written consent of all the underwriters 
employed by issuer; and where report filed upon completion of offering failed 
to describe total underwriting discounts; but where evidence failed to establish 
that president of broker-dealer firm also acted as underwriter in offering, held, 
allegations in temporary suspension order relating to president of firm should be 
stricken and order as so amended made permanent. 


APPEARANCES: 


Willis Riccio and Nancy L. Driggs, of the Boston Regional Office of 
the Commission, for the Division of Corporation Finance. 

Edward N. Gadsby, of Gadsby & Hannah, for Lacy Sales Institute, 
Inc. 

Sumner H. Woodrow, of Balliro and Woodrow, for Albert Yanow 
& Company. 

Edward T. O’Dell, Jr., of Goodwin, Procter & Hoar, for Viscount 
Securities, Inc. and Joseph P. Abdella. 


FINDINGS, OPINION AND ORDER 


Lacy Sales Institute, Inc. (“issuer”), a Massachusetts corporation, 
filed a notification and offering circular with us on April 28, 1969, for 
the purpose of obtaining an exemption from the registration require- 
ments of the Securities Act of 1933, pursuant to Section 3(b) thereof 
and Regulation A thereunder, with respect to a proposed offering of 
100,000 shares of its 5¢ par value common stock at $2 per share. The 
offering was completed on September 15, 1969. On May 6, 1970, we 
issued an order pursuant to Rule 261 of Regulation A temporarily 

45 §.H.C.—33——5304 
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suspending the exemption. A hearing, for the purpose of determining 
whether we should vacate the temporary suspension order or enter 
an order permanently suspending the exemption, was requested by the 
issuer, by Albert Yanow & Company (“Yanow”), the named principal 
underwriter, and by Viscount Securities, Inc., a registered broker- 
dealer, and its president, Joseph P, Abdella, who were alleged to have 
participated as underwriters in the offering. Thereafter the issuer and 
Yanow withdrew their requests for a hearing, Following a hearing, at 
which Viscount conceded that it had acted as an undewriter and the 
sole issue was whether Abdella also had acted as an underwriter, and 
initial decision by the administrative law judge was waived, proposed 
findings and a brief were filed by our Division of Corporation Finance 
(“Division”), and a brief was filed by Abdella.’ 

In view of the withdrawals of the request for a hearing by the issuer 
and Yanow, and Viscount’s admission that it was an undisclosed un- 
derwriter of the offering, we find, as alleged in our temporary suspen- 
sion order, that the notification and offering circular were materially 
misleading in failing to disclose that Viscount participated as an un- 
derwriter in the offering, that additional underwriting compensation 
in the form of warrants and investment securities were issued to it, 
and that the issuer, Yanow, and Viscount, by their use of the offering 
circular in the distribution of the offering, violated the antifraud pro- 
visions of Section 17(a) of the Act. We further find that the terms 
and conditions of Regulation A were not complied with in that the 
notification failed to include Viscount’s written consent to act as an 
underwriter; that the offering circular failed to disclose the aggregate 
underwriting discounts paid to Viscount, all warrants outstanding or 
proposed to be granted to purchase securities of the issuer, and the 
method by which the securities were to be offered ; and that the issuer’s 
report on Form 2-A filed after completion of the offering failed to 
describe the total underwriting discounts. 

The Division contends that Abdella also was an underwriter of the 
offering and should be included in the findings made with respect to 
Viscount. It asserts that Abdella, who was the chief executive officer 
and a 20% stockholder of Viscount,” was the “controlling force behind” 
that company and that he and Viscount should be considered “one and 
the same” person. The Division points out that Abdella was the only 
person at Viscount the president of the issuer spoke to during exten- 
sive discussions concerning the granting of additional underwriting 
compensation in consideration of Viscount taking down additional 
shares; that while such compensation was in the form of warrants as- 


1 Our findings are based upon an independent review of the record. 


4Viscount had four other stockholders, each owning 20%, who with Abdella were 
directors of Viscount. 
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signed to Viscount and the sale of 10,000 shares of restricted stock to 
Viscount by the issuer’s president, Abdella signed an investment letter 
with respect to those shares in his individual capacity and not as presi- 
dent of Viscount, even though he was a law school graduate and had 
requested that the issuer’s attorney handle the transaction so that it 
would be legal. 

On the record before us, we are satisfied that Viscount cannot prop- 
erly be considered Abdella’s alter ego. There was no such unity of 
interest and ownership as to justify treating Viscount and Abdella as 
the same person. It is clear that Abdella was acting as an officer of 
Viscount with respect to the distribution of the offering and was not 
acting individually as an underwriter. Abdella personally did not 
receive any underwriting compensation, pay any underwriting ex- 
penses, or pay for any of the 22,000 shares of the offering received 
from the principal underwriter.’ The restricted shares were sold to Vis- 
count, as stated in the letter addressed to Viscount by the issuer’s 
attorney and president, and Viscount paid for those shares. The invest- 
ment letter, which Abdella claims he inadvertently signed in his in- 
dividual capacity, was a form submitted to him by the issuer’s presi- 
dent for his signature, and apparently was not carefully reviewed by 
him since he also overlooked the fact that the form was dated Febru- 
ary 21, 1969, more than six months before he actually signed it. 

We are of the opinion that Abdella was not an underwriter with re- 
spect to the offering, and we conclude that the allegations in our tem- 
porary suspension order insofar as they relate to him should be strick- 
en and that such order as thus amended shoald be made permanent. 
_ Accordingly, IT IS ORDERED pursuant to Rule 261 of Regulation 

A under the Securities Act of 1933 that, subject to the amendment set 
forth above, the temporary suspension order dated May 6, 1970 with 
respect to the public offering by Lacy Sales Institute, Inc. be, and it 
hereby is, made permanent. 

By the Commission (Chairman Coox and Commissioners OwEns, 
Hertone and Loomis), Commissioner Evans not participating. 


3 Of. Bankers Union Life Company, 2 S.E.C. 63, 69-70 (1937) ; American Tung Grove 


Developments, Inc., 8 S.H.C. 51, 55 (1940) ; Shawnee Chiles Syndicate, 10 S.B.C. 109, 116- 
17 (1941). 
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IN THE MATTER OF 
LAKE ONTARIO CEMENT LIMITED 


File No. 83-2615. Promulgated May 23, 1973 
Securities Exchange Act of 1934 


EXEMPTION FROM REPORTING REQUIREMENTS 


Circumstances Warranting Exemption from Reporting Requirements of 
Section 15(d) for Canadian Issuer 


Where Canadian issuer subject to periodic reporting requirements under Sec- 
tion 15(d) of Securities Exchange Act of 1934 because it had made public secur- 
ities offerings registered under Securities Act of 1933 applied for exemptive order 
permitting it to satisfy reporting obligations by filing information required to be 
disclosed under Canadian reporting requirements plus certain additional infor- 
mation required under Commission’s reporting forms, held, under all the circum- 
stances, including limited exemption sought, favorable recommendation of 
Commission’s staff, time elapsed since last securities offering in the United 
States, declining and relatively insubstantial United States investor interest, 
minimal United States market activity, asserted expense of full compliance, and 
competitive disadvantages to which full compliance would assertedly subject 
issuer in Canada, application granted as not inconsistent with public interest 
or protection of investors. 


Power to Grant Retroactive Exemption Under Section 12(h) 
Commission has power to grant retroactive exemptions under Section 12(h), 
but such power is to be exercised cautiously. 
Circumstances Warranting Grant of Limited Retroactive Exemption 


Where foreign issuer had ceased filing reports on basis of its misconstruction 
of an exemptive rule inapplicable to it but had done so in good faith and in reli- 
ance on advice of counsel and circumstances were found to warrant limited pro- 
spective exemption, application for blanket, curative, and retroactive exemption, 
denied; but limited retroactive exemption conforming retroactive disclosure ob- 
ligations to those to be required of applicant in the future, granted. 


APPEARANCES : 
Derek J. Watchorn, of Davies, Ward & Beck, for Lake Ontario 
Cement Limited. 
Richard H. Rowe and John S. Bernas, for the Division of Corpora- 
tion Finance of the Commission. 
45 §.E.C.—34——10168 
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FINDINGS AND OPINION OF THE COMMISSION 
= 


Lake Ontario Cement Limited (“applicant”), a Canadian corpora- 
tion engaged in the manufacture and sale of cement and related prod- 
ucts, seeks an order : 

(a) Declaring that the filing of “Proposed Forms” with us will 
be deemed to constitute compliance with the Securities Exchange 
Act’s reporting requirements; and 

(b) Retroactively exempting it from those requirements for 
the period from January 1, 1968 to the date of our order. 


Il. 


In 1956 and again in 1958 applicant made public offerings of its 
securities in the United States. Both offerings were registered under 
the Securities Act of 1933. Both registration statements included the 
undertaking to file annual and other periodic reports required by 
Section 15(d) of the Exchange Act. Hence applicant became obligated 
to file annual reports on Form 10-K and current reports on Form 
8—K. It was also obligated to file semi-annual reports on Form 9-K. 
When those reports were superseded by the quarterly reports on Form 
10-Q we now require, applicant was, of course, obliged to file such re- 
ports with us. 

In recent years we have added significantly to our periodic reporting 
requirements. Those additions coupled with our adoption in April of 
1967 of a rule exempting certain foreign issuers from the Exchange 
- Act’s reporting requirements explain this case.” The rule to which we 
have just referred and which applicant at one time sought to invoke 
is Rule 12¢3-2(b) under the Exchange Act.? Under that rule the se- 
curities of certain foreign issuers, which would otherwise have to be 
registered under Section 12(g) of the Exchange Act, are exempt from 
registration thereunder if such foreign issuers supply us with informa- 
tion about themselves made public in their own countries or supplied 
to their security holders. Since this is an exemption from the registra- 
tion requirements of Section 12(g), it necessarily includes within it 
an exemption from the reporting obligations imposed by that section. 

Reasoning that it was one of the foreign issuers to whom Rule 12g3— 
2(b) applied, applicant decided that compliance with it would be 


1 Applicant and our Division of Corporation Finance entered into a stipulation of facts, 
waived a hearing and initial decision, and filed briefs. Our findings are based on an inde- 
pendent review of the record. 

2 Securities Exchange Act Release No. 8066 (April 28, 1967) announcing the adoption 
of Rule 12g3-2 under Section 12(g) of the Exchange Act and of other rules relating to 
foreign issuers. 

817 C.ELR. § 240.12¢3-2(b). 
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enough in itself to suspend its reporting obligations under Section 
15(d). Applicant’s premise was incorrect. The release in which we 
announced the promulgation of the very rule on which applicant relied 
made it clear that it applied only to foreign companies that had neither 
done any public financing in the United States nor registered a class 
of securities on one of the national securities exchanges, but had never- 
theless somehow or other acquired a number of United States security 
holders large enough to bring the Exchange Act’s continuous disclo- 
sure provisions into play. Applicant was not such a company. It had, 
as we have already pointed out, sold securities in the United States 
under our Securities Act. To obtain that privilege it had undertaken 
to file “such supplementary and periodic information, documents, and 
reports” as we might require pursuant to our responsibilities under the 
Exchange Act.* Applicant was as bound by that undertaking as a 
United States issuer would have been.® 

Applicant was confusing its situation with the quite different case 
of the foreign company that has never done any public financing in 
the United States, has therefore never given the undertaking required 
by Section 15(d), and has never taken any affirmative action to make 
contacts with public investors in the United States.° This misconcep- 
tion led applicant to stop filing the required reports. Since March of 
1968 it has filed nothing with us other than copies of the annual re- 
ports and the proxy-soliciting materials sent to its stockholders as well 
as certain communications to the Toronto Stock Exchange and Cana- 
dian authorities. 

This material would have been sufficient if Rule 12g-2(b) were ap- 
plicable. But our staff pointed out to the applicant that the rule on 
which it was relying had no bearing on its case. Applicant then sought 
relief under Section 12(h) of the Exchange Act, which authorizes us 
to grant partial or total exemptions from Section 15(d) whenever we 
find them consistent with the public interest and with the protection 
of investors by reason of, among other things, the number of public 
investors in the issuer’s securities and the amount of trading in those 
securities. This proceeding following. 


IIl. 


Applicant’s capital structure is simple. It consists entirely of com- 
mon stock, held of record by 4,690 persons.’ One thousand seventy-one 


4 The phrase in quotation marks appears in Section 15(d). 

5 The last sentence of Section 15(d) says that “Nothing in this subsection shall apply 
to securities issued by a foreign government or political subdivision thereof.’’ But the 
Congress that wrote Section 15(d) did not choose to exempt or to make special provision 
for foreign private isuers who elect to raise capital in the United States. 

®See Securities Exchange Act Release No. 8066, pp. 6-8 (April 28, 1967). 

7 Applicant’s first registration statement covered debentures and convertible preferred 
stock as well as common shares. But all of those senior securities have been converted or 
redeemed. Common stock purchase warrants, which were once outstanding, have now 
expired. 
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of those 4,690 persons (or 22.84% of them) live in the United States. 
Back in 1961 applicant had over 3,100 United States shareholders. 
Their number has dwindled steadily since then. And most of the re- 
maining United States holders have very small positions in this issue 
so that they hold in the aggregate only about 5.5% (230, 650 of 4,223,- 
461 shares) of the outstanding stock. 

Turning to the all-important matter of trading, the stock is listed on 
the Toronto Stock Exchange but not on any United States exchange. 
Such United States over-the-counter trading as there is in the issuer 
is inconsequential. Stock transfer records for the recent past show an 
average of five United States over-the-counter transactions a month 
for a total monthly trading volume of 600 to 700 shares.’ Comparing 
those figures to the 441,700 share 1971 trading volume in applicant’s 
stock on the Toronto Stock Exchange, we find the United States over- 
the-counter market in this security virtually dormant. 


EN 


What has thus far been said does not exhaust our inquiry. The record 
suggests that United States trading interest in the applicant’s stock 
may well be somewhat greater than the bare over-the-counter figures 
indicate. Applicant’s own submission states that most transactions in 
its stock by United States residents are effected on the Toronto Stock 
Exchange. Hence the appropriateness of a blanket exemption is far 
from clear. The reports to shareholders and the proxy-soliciting mate- 
rials that registrant has been filing with us since 1968 might possibly 
be deemed an acceptable substitute for the disclosures that Section 
15(d) was designed to elicit. But we would have serious qualms about 
so holding. 

Fortunately, those questions are not before us. Applicant is not seek- 
ing a blanket exemption. Nor is it any longer proposing to file only 
copies of its communications to shareholders, the Canadian authorities, 
and the Toronto Stock Exchange. 

Applicant’s “Proposed Forms” would come fairly close to our re- 
quirements in form and in content. They would be denoted Forms 10-K, 
10-Q and 8-K and filed within periods specified by our rules. They 
would contain all the information applicant is required to disclose 
under the Canada Corporations Act, the Ontario Securities Act and 
the by-laws and policies of The Toronto Stock Exchange. Annual 
audited comparative financial statements would be included. Some ad- 
ditional material required by our forms for which there are no com- 


§This is a low-priced issue. During the period for which price information is in the 
record the stock never sold for more than $3.20 per share. At times the price was as low 
as $1.85. (Both figures were in Canadian dollars.) Hence, United States over-the-counter 
trading is even less impressive in dollar terms than it is in unit terms. 
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parable Canadian requirements would also be included. Applicant also 
proposes to include information required by any amendments to our 
forms unless we exempt it from such requirement upon application. 
Each report would contain an index of the material included. The 
principal gaps between applicant’s proposed disclosures and those re- 
quired by our reporting forms pertain to the requirement of Form 
10-K that the discussion of an issuer’s business include disclosures 
relating to its backlog of orders, sources and availability of essential 
raw materials, expenditures for research and development, and a break- 
down of sales and revenues by product lines. 

Applicant contends that the reports it proposes to file would satisfy 
the Exchange Act’s disclosure objectives because they would give sub- 
stantially all of the information required by our reporting forms and 
in some respects provide even more. As to the items pertaining to its 
business which it would not disclose, applicant states that disclosure 
should not be required because it would place it at a serious competi- 
tive disadvantage with its Canadian competitors which are not required 
to make such revelations. Applicant states that if we reject its pro- 
posals and require it to report to us in the prescribed form, it will have 
to spend at least $15,000 a year in order to comply. It argues that there 
is no real public interest justification for requiring it to do so. 

The Division agrees. It advises us that the information to be pro- 
vided by the Proposed Forms is substantially the same as that re- 
quired by our reporting forms. In light of that fact and the limited 
interest in applicant’s securities by the United States residents, it 
favors our granting the application in its prospective aspect. 


v, 


We find that we can permit applicant to discharge its reporting ob- 
ligations to us by means of the “Proposed Forms” without damage to 
the public interest and without infringing on any of the protections 
to which investors are reasonably entitled. 

We have here an unusual combination of circumstances. The extent 
of the exemption sought is quite limited. The disclosures applicant is 
willing to make are extensive. Our Division of Corporation Finance, 
which deals with disclosure matters from day to day and whose ex- 
pertise in this area we respect, recommends that we grant the appli- 
cation.’ Fifteen years have now gone by since applicant last offered 
securities in the United States. United States interest in its stock has 
declined substantially. 


® The Division’s views are far from conclusive. Indeed, in this very case we find our- 
selves constrained to disagree with the Division with respect to another aspect of the 
instant application. But we give great weight to the Division’s considered judgments as 
to the kind of information investors need and on the adequacy of proposed disclosures. 
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Of course, circumstances may change. United States interest in ap- 
plicant’s stock has waned over the years. But it may wax again. There- 
fore, our order granting the requested prospective exemption will 
require applicant to advise us promptly of any material change in 
the facts recited in this opinion. Moreover, we shall reserve jurisdic- 
tion to reconsider this exemption in the light of such change. 


VI. 


Applicant’s request for a blanket retroactive exemption for the pe- 
riod since 1968 is more troublesome. Indeed, our Division of Corpora- 
tion Finance maintains that we have no power to grant retroactive 
exemptions from the Exchange Act’s reporting requirements. We dis- 
agree. True, Section 12(h) makes no specific reference to retroactive 
exemptions. But neither is it phrased in prospective terms. It vests 
us with a broad, discretionary power “to exempt in whole or in part.” 
The grant of that power is unrestricted by any temporal reference. 
And we find nothing in Section 12(h) requiring us to confine our- 
selves to prospective exemptions.’° 

The power exists. But it is to be exercised cautiously. The indis- 
criminate grant of retroactive exemptions even in cases in which 
prospective exemptions are found proper would condone and reward an 
anarchic resort to self-help that we are loath to sanction. It is not for 
issuers to determine unilaterally what they will and what they will 
not file. 

Applicant’s construction of Rule 12g3-2(b) was clearly erroneous. 
But it acted on the advice of counsel. And the Division’s brief advises 
us that in its view “Applicant in its dealings with the Commission’s 
staff... has attempted, in good faith, to develop an acceptable method 
of satisfying the Exchange Act disclosure requirements.” In that con- 
nection we note that the “Proposed Forms” are the result of a joint 
effort by the applicant and by our staff. 

These circumstances coupled with our decision to permit applicant 
to discharge its future reporting obligations by filing the “Proposed 
Forms” lead us to consider applicant entitled to a limited measure of 
retroactive or retrospective relief. We limit that relief because ap- 
plicant still has over a thousand United States stockholders. That is 


10 Of. Hugh B. Baker, '24 §.E.C. 202, 206 (1946) rejecting an analagous staff contention 
with respect to our exemptive power under Section 6(c) of the Investment Company Act of 
1940. That section, like Section 12(h), makes no express reference to prospective exemp- 
tions. But we held in the Baker case, supra, that “There is in Section 6(c) no requirement 
that we confine our exemptive power under that Section to transactions which are pro- 
posed to take place in the future. The fact that a transaction has already been consum- 
mated in good faith is no bar, therefore, to the exercise of our exemptive power under 
Section 6(c), if the exemption would otherwise be in the public interest and consistent 
with the protection of investors and with the policy and provisions of the Act.” See also 
The Great American Life Underwriters, Inc., 41 8.B.C. 1, 25-28 (1960). 
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more than twice the 500 number that Congress found warranted com- 
pulsory continuous disclosure under Section 12(g) and more than 
triple the 300 number that it deemed sufficient to keep the obligation 
to report alive in Section 12(g) (4) and in Section 15(d). True, the 
United States over-the-counter market in this security is presently 
insignificant. But as we noted earlier, the record suggests that the 
over-the-counter figures may understate United States trading interest 
in applicant’s stock. In any event the decision to hold a security is as 
much an investment decision as are decisions to buy and to sell. 

The need for information as to the past may be less pressing than 
the need to assure adequate continuous disclosure in the future. But 
applicant’s post-1968 history cannot be shrugged off as of mere anti- 
quarian interest. Under the Exchange Act as well as under the Securi- 
ties Act our disclosure forms are designed to elicit the historical data 
essential to balanced investment judgment. Nothing has been brought 
to our attention that would warrant total abandonment of that objec- 
tive in this instance. 

We think the situation calls for a conditional retroactive exemption 
permitting applicant to discharge its post-1968 reporting obligations 
on the same basis as that which we have authorized prospectively. This 
should not be unduly onerous. Applicant will merely be required to 
supplement the information already on file with us with the additional 
data that it has undertaken to furnish in the future. Accordingly, we 
shall exempt applicant from the reporting requirements under Sec- 
tion 15(d) for the period from 1968 to date on condition that it file the 
“Proposed Forms” for that period. 

An appropriate order will issue. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Hertone, Loomis, and Evans). 




















IN THE MATTER OF 
CERTAIN TRADING 
IN THE COMMON STOCK OF 


FABERGE, INC. 
Promulgated May 25, 1973 


Securities Exchange Act of 1934 
FINDINGS, OPINION AND ORDER 


Following an investigation by our staff into the circumstances sur- 
rounding the trading on October 6, 1970, in the common stock of 
Faberge, Inc. (“FBG”), a company primarily engaged in the manu- 
facture and marketing of cosmetic products, an issue was raised 
whether such trading involved the misuse of adverse inside informa- 
tion in violation of Section 10(b) of the Securities Exchange Act of 
1934 (“Exchange Act”) and Rule 10b-5 thereunder. Thereafter, the 
following persons, who had engaged in such trading, submitted waivers 
and consents in which they waived the formal institution of adminis- 
trative proceedings and consented to certain findings and conclusions: 
W. E. Hutton & Co. (“W. E. Hutton”), David J. Greene & Co. (“D. J. 
Greene”), and Anchor Corporation, registered broker-dealers and in- 
_ vestment advisers, Investors Diversified Services, Inc (“IDS”), a reg- 
istered broker-dealer, and Spectrum Research & Management Cor- 
poration, a registered investment adviser. 

Under the terms of their waivers and consents (“consents”), the 
parties solely for the purpose of settlement of this matter and any 
subsequent administrative proceedings pursuant to Section 15(b), 15A 
and 19(a) (3) of the Exchange Act and Section 203(e) of the Invest- 
ment Advisers Act of 1940 and without admitting or denying any 
violations of law, and without admitting or denying any facts except 
for purposes of this settlement, consented among other things to the 
conclusions that their conduct violated Rule 10b—5 and was censurable, 
and to the entry of an appropriate order. 

After due consideration of the consents and upon the recommenda- 
tion of our staff, we have determined that the public interest would 
best be served by accepting the consents in order to avoid protracted 
proceedings and to take this opportunity to emphasize the gravity 
with which we view violations that arise from the misuse of material 
non-public information to the detriment of the investing public. Only 


45 S.E.C.—34——-10174 
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if they are fair and equitable, will the securities markets command 
and deserve long-run investor confidence. The misuse of inside infor- 
mation for trading purposes is obviously inconsistent with that 
objective. 

On the basis of the consents we make the following findings.’ 


FINDINGS, OPINION AND ORDER 


On October 5, 1970, FBG common stock, which is traded on the New 
York Stock Exchange, closed at 1814.2 That evening, FBG’s Execu- 
tive Vice-President of Finance (“VP”) learned that the company 
would experience a loss for the third quarter ending September 30, 
1970, the first quarterly loss in at least 10 years.* Following the receipt 
of that adverse information by the parties on October 6, they effected 
sales of a total of over 400,000 FBG shares before the issuance by 
FBG later that day of a public release of the information, which ap- 
peared on the Dow-Jones News Service (Broad Tape) at 2:22 P.M., 
and without disclosing such information to the purchasers. The release 
stated : 


“Preliminary indications are that Faberge, Inc. will have a loss for the 
third quarter, according to George Barrie, President. This result is due 
in part to disappointing sales in September.” 

Whereas, on October 5, 27,000 shares of Faberge stock were traded 
on the Exchange,‘ on October 6 the stock was the most actively traded 
on the Exchange, with a volume of 714,400 shares, and showed the 
greatest percentage decline, dropping from 1814 to 145%. In the next 
three days the volume declined from 218,000 to 22,800, and the closing 
prices from 1434 to 1414. 

We now set forth how the parties on October 6, 1970, obtained, 
transmitted, and used the adverse inside information before its public 
release. 


ANCHOR 

At approximately 11 A.M., a security analyst at Anchor received an 
unsolicited call from an employee of a broker-dealer firm (which was 
not FBG’s investment banker). The employee informed the analyst 
that he had been told by VP that FBG would incur a third quarter 
loss and that it would probably be a significant loss, and that the sales 
for the third quarter were disappointing. The Anchor Growth Fund, 


1 Our findings are not binding upon any other persons against whom proceedings may be 
brought as a result of the investigation. 

2On the five previous trading days, the closing prices ranged from 17 to 17%. 

3 The loss amounted to 29¢ per share, as reported by FBG on October 23, 1970, and may 
be compared to the third quarter earnings of 40¢ per share in 1969, 35¢ in 1968, and 
38¢ in 1967, and resulted in nine months’ earnings in 1970 of 2¢ per share. 

4Between September 28 and October 2, 1970, the daily volume ranged from 2,400 to 


81,300 shares. 
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a registered mutual fund managed by Anchor, then held 100,000 FBG 
shares.’ The Anchor analyst in turn communicated the information 
concerning FBG to a portfolio manager for Anchor Growth Fund, 
indicated that VP was the source of the information, and advised the 
sale of the Fund’s entire position in FBG stock. Anchor had been 
previously unaware of the information. The manager decided im- 
mediately to sell the Fund’s entire position and initiated the neces- 
sary administrative steps. At approximately 11:10, a sell order was 
placed with the Anchor trader for the entire position with a “no 
price limit.” * The trader attempted to sell the stock on a piecemeal 
basis and succeeded in selling 9,800 shares on the Exchange prior to 
the public release concerning the adverse third-quarter earnings. No 
disclosure of the earnings information was made to purchasers. 


W. E. Hutron 

At approximately 11 A.M., VP called a securities analyst at Hutton 
who had called him the previous week. In response to the analyst’s 
inquiry as to FBG’s performance in the third quarter, VP indicated 
that he believed the company had sustained a loss which might be 
substantial. He also indicated that after further review the company 
would issue a revised earnings estimate for the year. Almost im- 
mediately after the call, the analyst, knowing that IDS held a large 
position in FBG stock, called a research analyst at IDS at 11:27 
A.M. The Hutton analyst informed him of the adverse earnings in- 
formation and the identity of the person at FBG who was the source 
of the information. Thereafter, the Hutton analyst prepared and at 
12:01 P.M. transmitted the following inter-office wire to Hutton’s 
: branch offices: 

“All wires foreign and domestic: Faberger [sic] management believes it 
sustained a loss in the third quarter earnings and perhaps a substantial 
one. September promotions did not go well and we known business in July 
and August was slow. Further details not yet know [sic]. Stock moved up 
from $14 to $1834 in past months. We advise sale now before third quarter 
results are announced at end of October. Company earned 2.3 million dol- 
lars in 1969 third quarter [sic] or 40 cents a share.” 

The Hutton analyst also sent a message on the AutEx wire system at 
12:16 P.M. and requested that the message be immediately transmitted 
to institutional investor subscribers.’ The message read : 
Fr: W. E. Hutton—October 6. Faberge, Inc.: management believes it 
sustained a loss in 3rd quarter—Perhaps a substantial one. Earned $2.3 mil- 
lion, or $.40P/S in like 1969 quarter. Advise sale now.” 


5 On September 11, 1970, Anchor Growth Fund had a total position in FBG stock of 
277,000 shares. It sold a total of 177,000 shares from September 11 to October 2, 1970. 

6 Anchor’s sell orders for FBG stock prior to October 6, 1970, all had price limits. 

7The AutEx wire system enables the subscribers to flash-back their block trading and 
buy and sell interests as well as market and research information. The system also reports 
block trades. See Securities Exchange Act Release No. 8661 (August 4, 1969). 
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Upon receiving the inter-office wire, a Hutton branch manager tele- 
phoned a financial analyst at a certain bank, conveyed the contents of 
the wire, and recommended the sale of FBG stock. A portfolio man- 
ager of the bank ordered the sale of 3,000 shares held in one of its 
discretionary accounts. The order was given to Hutton and was exe- 
cuted at an average price of 171% prior to the public release of the earn- 
ings information. No disclosure of that information was made to the 
purchasers. 


IDS 

At approximately 11:15 A.M., an employee of a broker-dealer firm 
called a research analyst at IDS and informed him that FBG would 
incur a third-quarter loss, possibly resulting in a nine months’ loss, 
and that VP was the source of the information. This was the first time 
that the analyst heard of adverse results for FBG’s third quarter. 
Investors Variable Payment Fund, Inc., a registered mutual fund 
which IDS serves as investment adviser, held 369,800 shares of FBG 
stock. Immediately after the above conversation, the analyst commu- 
nicated the information to the Fund’s associate portfolio manager. 
The latter directed the analyst to call the management of FBG im- 
mediately to confirm the earnings information. The analyst confirmed 
the information with VP and so informed the portfolio manager and 
advised him to sell the FBG shares held by the Fund. The portfolio 
manager then sought and obtained emergency authorization to sell 
the Fund’s entire position in FBG stock. The portfolio manager placed 
a sell order with IDS’s trader for the 369,800 shares and informed the 
trader that, if it became necessary, he would sell at 14. [The stock was 
trading at approximately 18 at the time.] The IDS trader in turn 
placed the order with a “block house” (a brokerage firm that special- 
izes in executing large securities transactions) and indicated to the 
trader at the block house that IDS was willing to sell at a discount 
because it “was an earnings thing.” No other disclosure was made to 
the block house. In a subsequent conversation with the IDS trader 
(prior to the execution of the trade), the trader at the block house 
indicated an awareness of an AutEx wire concerning FBG; however, 
IDS took no steps to assure that ultimate purchasers receive any in- 
formation concerning FBG earnings. While certain of the purchasers 
of the IDS block were given the FBG information appearing in the 
AutEx wire or were given an opportunity to rescind their purchases, 
there were others, namely, persons with limit orders on the special- 
ist’s book, who participated in the IDS block and who did not have 
the information nor were they able to rescind their purchases. 

The sale of the Fund’s 369,800 FBG shares was executed at 14 by 
the block house at 2:16 P.M. and was printed on the Dow Jones Ticker 
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Tape at 2:25 P.M., three minutes after FBG’s announcement concern- 
ing third-quarter earnings appeared on the Dow Jones Broad Tape. 


D. J. GREENE 

At approximately noon a partner of D. J. Greene made a decision 
to dispose of FBG stock acquired on October 2, 1970.8 He was then 
informed by one of D. J. Greene’s employees that a customer who had 
called that morning had indicated that he had been in contact with 
FBG and was of the view that earnings were not going to be good, 
and when pressed for reasons had suggested contacting FBG. The 
partner then placed a phone call at approximately 12:15 P.M. to VP 
in order to inquire about FBG earnings. At about that time, the part- 
ner had entered an order to sell 5,000 shares of FBG stock. VP in- 
formed the partner that preliminary sales reports for the month of 
September indicated that the month was quite disappointing and that, 
as a result, there may be a loss for the third quarter. This was the first 
time that the partner learned this information. After the telephone 
conversation and after execution of the initial 5,000-share sell order, 
the partner, at approximately 1:07 P.M., placed an order to sell an 
additional 15,000 shares. A total of 12,300 of such shares was sold 
between 1:07 P.M. and 2:16 P.M. D. J. Greene did not communicate 
the FBG sales and earnings information to either its customers or 
the purchasers. 


SPECTRUM 

At about 9:30 A.M., the president of Spectrum, which serves as in- 
vestment adviser to a registered mutual fund, called VP. During the 
‘ course of the conversation, the president received for the first time ad- 
verse indications concerning FBG’s third quarter earnings. 

The president then waited for, and at about 10:15 A.M. received 
from a brokerage firm, market price information concerning FBG and 
the fund’s other securities. Between 11:00 and 11:15 the president 
again received market price information and noted that the price of 
FBG stock had moved higher. At approximately 11:15 he called a 
brokerage firm and requested a bid for 10,000 shares of FBG stock, 
which he had purchased for the fund on September 16, 1970.° He re- 
ceived bids of 19 for 800 shares and 1834 for 9,200 shares, which he ac- 
cepted on behalf of the fund, and the trade was executed at 11:18. No 
disclosure of the earnings information was made to the purchasers. 


8On October 1, 1970, D. J. Greene, which had previously purchased 39,000 FBG shares 
for itself and its customers, put FBG stock on its recommended hold list. On October 2, 
1970, D. J. Greene purchased 46,900 shares for itself and some customers. 

® The fund’s prospectus stated that its investment objective was long-term appreciation 
with some limited short-term trading and that the potential for long-term capital apprecia- 
tion would be the sole basis for the selection of securities, 





254 SECURITIES AND EXCHANGE COMMISSION 


APPLICABLE ANTIFRAUD PRINCIPLES 
The Exchange Act was enacted by Congress in order to regulate the 
relationship of the investing public to corporations which invite public 
investment. Its preamble announces that the purpose of the Act is “to 
prevent inequitable and unfair practices” in securities transactions 
generally. One of its primary objectives was to restore and maintain 
investor confidence in the capital markets of the United States. The 
impairment of investor confidence caused by the misuse of informa- 
tion available to only a privileged few was recognized by Congress in 
enacting the Exchange Act.’° Congressional committees have stressed 
the importance of providing full information for both the buyer and 
seller. As stated by the Senate Committee on Banking and Currency: 
“The concept of a free and open market for securities necessarily implies 
that the buyer and seller are acting in the exercise of enlightened judgment 
as to what constitutes a fair price. Insofar as the judgment is warped 


by false, inaccurate, or incomplete information regarding the corporation, 
the market price fails to reflect the normal operation of supply and demand.” ™ 


The objective of a fair market cannot be achieved when one of the 
parties to the transaction has inside information unavailable to the 
ether. Few practices, short of manipulation, have as deleterious an 
effect on the investing public’s confidence in corporate institutions and 
the securities markets as the selective disclosure of and misuse of so- 
called inside information, ¢.e., material, non-public information. 

It is clear that the consenting parties received and conveyed material 
non-public corporate information and effected securities transactions 
while in possession of such information without disclosing the infor- 
mation to the other side of the transactions. In /nvestors Management 
Co.,* we held that Rule 10b-5 was violated where investment advisers, 
investment companies and investment partnerships received from a 
broker-dealer firm, which they knew was the prospective managing 
underwriter of a public offering; of debentures, non-public informa- 
tion that the broker-dealer had received from the issuer concerning a 
sharp drop in earnings, and thereupon effected sales and short sales 
in the common stock of the issuer. In 8.2.0. v. Texas Gulf Sulphur 
Co. (“Texas Gulf”) ,1° the Court of Appeals held, among other things, 
that Rule 10b-5 was violated where a geologist, while a member of the 
company’s exploration group, obtained non-public information con- 
cerning an extraordinary mineral discovery, bought shares of the 
issuer and recommended to others that they buy shares. We believe 


10 See S. Rep. 1455, 73rd Cong., 2nd Sess., 68 (1934). 

11 Jd, See also Id., pp. 55-68; S. Rep. No. 792, 73rd Cong., 2nd Sess., 3 (1934) ; H. Rep. 
No. 1383, 73rd Cong., 2nd Sess., 11 (1934). 

13 Investors Management Co., Inc., 44 S.B.C. 633 (1971). 

13401 F. 2d 833, 852 (C.A. 2, 1968), cert. denied 394 U.S. 976 (1969). See on remand, 
8.Z.C. v. Texas Gulf Sulphur Oo., 312 F. Supp. 77, 94 (S.D.N.Y. 1970), aff’d 446 F. 2d 1301 
(C.A, 2, 1971), cert. denied 404 U.S. 1005 (1971). 
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that those cases are pertinent to the present situation and that in view 
of the principles set forth in this opinion, the conduct of the consenting 
parties violates Rule 10b-5. 

There can be no dispute that the information as to FBG’s first 
quarterly loss in many years was material. It “was of such importance 
that it could be expected to affect the judgment of investors whether 
to buy, sell or hold” the FBG stock and, if generally known, “to affect 
materially the market price of the stock.” ** It was specific and highly 
significant since it described a sharp reversal in FBG’s earnings. Its 
impact on a reasonable investor could be expected to be immediate; 
no analysis was necessary to determine what effect it would have on 
the market. 

The conclusion as to the material nature of this information is 
buttressed by the fact that here the sales of FBG stock by the parties 
and their tipping of others were effected promptly after receipt of 
the adverse information and prior to its public dissemination, and 
further, the findings of facts consented to by the parties indicate, 
with the possible exception of the first sell order by D. J. Greene, 
that the sales and tipping were motivated by the adverse information. 
Moreover, the source and highly adverse nature of the information 
and the circumstances under which it was received by the parties 
strongly indicated that it was reliable. 

The non-public nature of the information is also clear from the 
facts. The information was not disseminated in a manner making it 
generally available to the investing public until FBG’s press release 
appeared on the broad tape. The message on the AutEx wire service 
‘ did not constitute public disclosure inasmuch as it was transmitted 
to a limited number of institutional subscribers. In order to effect a 
meaningful public disclosure of corporate information, it must be 
disseminated in a manner calculated to reach the securities market 
place in general through recognized channels of distribution, and 
public investors must be afforded a reasonable waiting period to react 
to the information. Obviously, what constitutes a reasonable waiting 
period must be dictated by such surrounding circumstances as the 
form of dissemination and the complexity of the information, ~¢., 
whether it is “readily translatable into investment action.” ?* Dis- 
closure by a corporate officer during the course of a number of phone 
calls does not under any circumstances constitute public disclosure. 
Public dissemination of information also cannot be accomplished by 
disclosure to or through a favored analyst or group of analysts. On 
the contrary, this facilitates improper use of non-public information. 





14 Merrill Lynch, Pierce, Fenner & Smith, Inc., 43 S.E.C. 933, 937 (1968). 
15 See Texas Gulf, 401 F. 2d at 851. 
16 See Texas Gulf, 401 F. 2d at 854. 
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Proper and adequate disclosure of significant corporate developments 
can only be effected by a public release through the appropriate public 
media, designed to achieve a broad dissemination to the investing 
public generally and without favoring any special person or group.”” 
To hold otherwise would be to sanction competion for tips in which 
the ordinary individual investor would inevitably be at a serious 
disadvantage. 

The parties knew or had reason to know that the information with 
respect to a third-quarter loss was non-public, having received it 
directly from VP or knowing that it emanated from him. 

As we have seen, W. E. Hutton and Spectrum received the adverse 
information or indications directly from VP. D. J. Greene and IDS 
confirmed with VP an adverse report received from other persons who 
had been in contact with FBG. IDS also received the information 
from W. E. Hutton. Anchor received the information from a broker- 
dealer firm and was advised that VP was the source of the informa- 
tion. It is not necessary to show that the parties occupied a special 
relationship with FBG or its VP giving them access to non-public 
information, or, in the absence of such relationship, that they had 
actual knowledge that the information was disclosed in a breach of 
fiduciary duty not to reveal it, and in Jnvestors Management we spe- 
cifically rejected contentions to that effect." As we there stated: 

“We consider that one who obtains possession of material, nonpublic cor- 
porate information, which he has reason to know emanates from a corporate 
source, and which by itself places him in a position superior to other in- 
vestors, thereby acquires a relationship with respect to that information 
within the purview and restraints of the antifraud provisions.” * 

Thus, the obligations of Anchor under the antifraud provisions were 
no less than those of the other parties merely because it did not receive 
the adverse information directly from VP. The same need for the 
protections of those provisions exists in the case of indirect recipients 
of material non-public information, and, while there may be more 
questions of factual proof of the requisite knowledge in such a case, 
no problem in that respect is presented here.”° Furthermore, the receipt 
of the information on October 6 was the first time the parties learned 
of the adverse development. In view of their acknowledgement of that 
fact, we find that they knew or had reason to know that such informa- 
tion was non-public. Indeed, the immediacy with which they reacted 
upon the receipt of the information is not only evidence of its ma- 


17 See A. Bromberg, Securities Law: Fraud, p. 190.4 (1971). 
18 Investors Management, supra, 44 S.E.C. at p. 643. 

19 Td., at p. 644. 

2 Td., at p. 645. 
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teriality but also an implicit admission of their awareness of its non- 
public nature. 

A question arises as to the responsibility under Rule 10b-5 of a 
broker-dealer firm which conveys inside information with respect 
to a security to other persons who do not then effect any transactions 
in the security with that firm (as occurred in the case of IDS and 
Anchor). We believe that it is immaterial that the recipient of the 
information effects a transaction with a different broker-dealer firm. 
To hold otherwise would lead to complex reciprocal arrangements and 
in effect would put a premium on form over substance. The harm to 
the public is just as great regardless of who handles the transaction. 
Moreover, a practice has developed of firms receiving compensation 
for inside information in subsequent unrelated transactions. Indeed, 
the fact that the recipient may not effect any transaction after receiv- 
ing inside information does not absolve the tipper of responsibility 
under the Rule. That Rule proscribes conduct with which not only 
“operates” but also “would operate” as a fraud or deceit upon in- 
vestors. In this connection, the Texas Gulf case held that corporate 
insiders having possession of material favorable information who 
bought shares of the company and recommended that others buy 
shares before the information was publicly disseminated violated the 
Rule not only by taking advantage of such inside information but also 
by “tipping” the information to others, since one who may not himself 
trade in securities without disclosing information known to him may 
not pass that information to others for their use in securities 
transactions.”* 

In determining to accept the consents, we have taken into considera- 
tion IDS’s written statement of policy, adopted in 1972, with respect 
to material non-public information, and the undertakings of the par- 
ties to adopt and implement revised procedures consistent with this 
Opinion concerning such information. This case emphasizes the im- 
portance and necessity of broker-dealers, investment advisers and in- 
stitutional investors, as well as issuers, instituting and implementing 
effective procedures calculated to deter and detect the misuse of inside 
information. 

At the heart of an effective compliance program is the adequate and 
appropriate training and education of employees. Every broker- 
dealer must alert its personnel to the problems in this area. The edu- 
cational program should alert employees as to what falls within the 


21See Merrill Lynch, Pierce, Fenner &€ Smith, Inc., supra., 43 S.E.C. at p. 937; “The 
advance disclosure of such [inside] information to a select group who could utilize it for 
their own benefit, and to the detriment of public investors to whom the information was 
not known, constituted an act, practice, or course of business which operated or would 
operate as a fraud or deceit upon such investors.’ see also S.H.C. v. Shapiro, CCH Fed. 
Sec. L. Rep. J 93,623 (S.D.N.Y., September 28, 1972). 
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definition of material non-public information and how to treat such 
information. Beyond the educational process, firms should take steps 
to assure that their employees are complying fully with firm policy. 
Ongoing trading review should spot trading concentrations by em- 
ployees. It should also show trading concentration in particular geo- 
graphical areas or branch offices. Where the security has not been 
cleared by the firm’s research department or transactions in the secu- 
rity have not received approval by a supervisory employee, an im- 
mediate inquiry should be undertaken to determine why particular 
salesmen are effecting multiple transactions in that security. The in- 
quiry should include not only a financial review of the issuer, but 
should be directed at determining relationships between the broker- 
age firm’s employees and management personnel of the issuer, as well 
as the source of the information being circulated concerning the com- 
pany. Finally, special supervisory procedures must be devised with 
respect to the research activities of the firm to make sure that inside 
information is not being sought or used by research personnel in con- 
nection with recommendations to customers or otherwise. 


CoNCLUSION 

On the basis of the foregoing, we conclude that the conduct of 
Anchor, W. E. Hutton, IDS, Spectrum, and D. J. Greene violates Rule 
10b-5 under Section 10(b) of the Exchange Act and is censurable, and 
that in light of the parties’ undertaking to install and enforce pro- 
cedures designed to detect and prevent abuses of inside information, 
no further action is deemed appropriate. In view of the increasing 
number of instances of the abuse of inside information which have 
come to our attention, and in view of our position that the trans- 
mittal of such information by and through analysts for the benefit of 
favored persons violates Rule 10b-5, we will be less disposed to accord 
leniency in situations of this type. 

Accordingly, IT IS ORDERED that the waivers and consents be, 
and they hereby are, accepted. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Hertone, Loomis and Evans). 





IN THE MATTER OF 
ECOLOGICAL SCIENCE CORPORATION 


File No, 1-4847. Promulgated June 13, 1973 


Securities Exchange Act of 1934 


STRIKING OF SECURITY FROM LISTING AND REGISTRATION 
Financial Condition and Operating Results 


Where issuer had net tangible asset deficit and had sustained net losses in 
two most recent fiscal years and thus failed to meet guidelines of exchange for 
continued listing of its securities, application by exchange to strike securities 
from listing and registration, granted, notwithstanding issuer’s argument that 
certain policy considerations, including replacement of management which had 
engaged in wrongdoing, with responsible management, warranted continuance 
of listing. 


Scope of Commission Review 
Discretionary Determinations by Exchange 
Where issuer conceded that it fell within exchange’s numerical guideline for 
delisting so that its case consisted entirely of a plea addressed to exchange’s 
discretion, which was unsuccesful, held, primary control over delisting is vested 
in the exchanges. When an exchange adheres to its rules, the Commission is not 
free to substitute its discretion for that of the exchange. 


APPEARANCES: 


Joseph A. DeRose, vice-president, for American Stock Exchange. 
Stuart A. Summit, of Miller & Summit, for Ecological Science 
Corporation. 
FINDINGS, OPINION AND ORDER 


We have before us the application of the American Stock Exchange 
to strike the 2¢ par value common stock of Ecological Science Corpora- 
tion (“the company”) from listing and registration on that Exchange.’ 
Trading in the stock has been suspended by the Exchange since May 
20, 1971.? 


1The application is pursuant to section 12(d) of the Securities Exchange Act and Rule 
12d2-—2(c) thereunder, which provide in pertinent part that, upon application by a national 
securities exchange, a security registered with it may be stricken from listing and registra- 
tion in accordance with the exchange’s rules and upon such terms as we may deem neces- 
sary to impose for the protection of investors. 

2The application states that such action was based on the unavailability of adequate 
information concerning the company. 


45 S.E.C.—34——10217 
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The application is based on the Exchange’s policy to consider the 
delisting of a security where the issuer’s financial condition and/or its 
operating results appear unsatisfactory and do not warrant continued 
listing and on a “guideline’—one of several—adopted to assist in 
the application of this policy and providing that delisting will nor- 
mally be considered when an issuer which has net tangible assets of 
less than $2 million has sustained net losses in two of its three most 
recent fiscal years. The application states that as of December 31, 1971, 
the company had a net tangible asset deficit of more than $7 million 
and had sustained net losses in its two most recent fiscal years. These 
losses amounted to $1.9 million for the year ended December 31, 1970 
and $12.1 million for 1971. The application further recites that the 
company sustained a net loss of $1.5 million for the nine months ended 
September 30, 1972. 

The facts recited in the application are based on the company’s own 
financial statements and of course it does not dispute them. But it 
asks us to consider certain policy arguments in favor of continued 
listing set forth in a memoradum that it sent to the Exchange.* 

The memorandum’s salient points are these : 


(1) The company’s poor financial condition is attributable in 
large measure to wrongdoing by former management. 

(2) The company now has—for the first time in its recent. his- 
tory—a “demonstrably responsible” management. 

(3) Termination of the listing would be a further blow to the 
company’s shareholders who have already lost heavily. 

(4) New management hopes to improve the company’s financial 
position. This hope rests on the belief that creditors can be induced 
to exchange their claims against the company for its stock. 

(5) In these circumstances the Exchange should exercise its 
discretion in favor of a corporation that has succeeded in ridding 
itself of irresponsible management. 

The memorandum appealed to the Exchange’s discretion. The Ex- 
change having rejected that plea, the company now asks us to sub- 
stitute our discretion for that of the Exchange. Under the statutory 
scheme, however, we have no power to do that in a case such as this. 

Early in our administration of the Securities Exchange Act, we 
held that Section 12(d) vests primary control over continuance of the 
listed status of a security in the exchange—or, in the case where the 
issuer itself seeks to terminate that status, in the issuer and the ex- 
change.* We further held in that case, and reaffirmed in many subse- 


*The company also made a presentation at a hearing held by the Exchange’s Committee 
on Securities. 


* Allen Industries, Inc., 2 S.E.C, 14, 18 (1937). 
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quent decisions,’ that where the rules of an exchange have been 
complied with, we are required to grant a delisting application, and 
that our authority in those circumstances is limited to the imposition 
of such terms for the protection of investors as we deem necessary. 

In 1957, this interpretation of the statute received judicial sanction 
in decisions by two appellate courts on review of an order issued by 
this Commission granting the New York Stock Exchange’s applica- 
tions to delist two securities.® Those applications, like the one before us, 
were based on a numerical guideline, which the courts characterized as 
a rule of the Exchange. The two issuers feel within the terms of that 
guideline and therefore, the courts held, there was no authority in this 
Commission to deny the applications. The courts adverted to the fact 
that if the Commission deemed the rules of an exchange inadequate for 
the protection of investors, it was empowered by the Act to require 
appropriate changes.’ 

In the case before us, compliance by the Exchange with its rules is 
not disputed.® The company concedes that its financial history places it 
squarely within the Exchange’s numerical delisting guideline or rule. 
Moreover, it appears that the proceedings before the Exchange com- 
po.ted with its procedural requirements. Of course, the Exchange does 
not apply its numerical guidelines in any automatic fashion. This is 
evident from the way in which the guidelines are described. And the 
Exchange’s published materials also state that each case is considered 
on the basis of all the relevant facts and circumstances in light of the 
objectives of the delisting policies. But once the Exchange deter- 
mines—after giving the delisting candidate an opportunity to present 
considerations addressed to its discretion and considering other rele- 
vant circumstances—that the case is an appropriate one for filing a 
delisting application based on a numerical guideline, we are not at 
liberty to nullify its determination where the company in fact fails 
to meet that guideline. 

Accordingly, IT IS ORDERED that the application of the Ameri- 
can Stock Exchange to strike from listing and registration the 2¢ par 
value common stock of Ecological Science Corporation be, and it here- 
by is, granted. 

By the Commission (Senior Commissioner OwENns and Commis- 
sioners Hertone, Loomis and Evans). 


5 See, e.g., Standard Investing Corporation, 4 S.E.C. 723 (1939) ; The Torrington Com- 
pany, 19 S.B.C. 39 (1945) ; Standard Silver-Lead Mining Company, 25 S.E.C. 287 (1947). 

6 Atlas Tack Corporation, 37 S.E.C, 362 (1956), aff’d sub. nom. Exchange Buffet Corpora- 
tion v. New York Stock Exchange, 244 F. 2d 507 (C.A. 2, 1957) and Atlas Tack Corpora- 
tion v. New York Stock Exchange, 246 F. 2d 311 (C.A. 1, 1957). 

7See Section 19(b) (3). 

8The company has not suggested that any terms are necessary for the protection of 
investors. 





IN THE MATTER OF 
EMANUEL FIELDS 
File No. 3-3671. Promulgated June 18, 1978 


Securities Act of 19883—Rule 2(e), Rules of Practice 
ATTORNEYS—PRACTICE AND PROCEDURE 
Disqualification from Practice before Commission 


Where attorney’s answer to Commission’s complaint for injunction admitted 
serious violations of the securities laws, where he consented to permanent in- 
junction restraining him from such misconduct, and where no suggestion of 
mitigating or extenuating circumstances was made; held, permanent disqualifica- 
tion from practice before the Commission required in the public interest. 


Jurisdiction to Discipline Attorneys 
Although Commission does not admit attorneys to practice, it has jurisdiction 
to discipline those who practice before it. 
Summary Suspension From Privilege of Practicing Before Commission—Due 
Process 


Where disciplinary proceeding against attorney was begun by summarily sus- 
pending him from practice before the Commission on the basis of a consent 
judgment of permanent injunction previously entered against him and where he 
later received ample opportunity to present his case on issue of whether tempo- 
rary suspension should be made permanent; held, no deprivation of due process. 


APPEARANCES: 
Walter P. North, Jacob H. Stillman, and Frederick L. White, for 
the Office of the General Counsel of the Commission. 
Stanley Kligfeld, of Kaufman & Kligfeld, for Emanual Fields, 
FINDINGS AND OPINION OF THE COMMISSION 


I. 


In these proceedings pursuant to Rule 2(e) of our Rules of Practice 
we must determine the nature of the permanent sanction, if any, to 
be imposed on Emanuel Fields, an attorney now temporarily sus- 
pended from appearing or practicing before us. 


ri. 


Fields was admitted to the New York Bar in 1940. In recent years 
we have on four occasions found it necessary to seek injunctions re- 
45 §.B.C.—33——5404 
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straining him from violating the registration and the antifraud pro- 
visions of the federal securities statutes. All four of those actions 
resulted in permanent injunctions against Fields. And in each case he 
consented to the entry of the injunction. 

The last of those actions was S.Z#.C. v. Emanuel Fields, et al. in the 
United States District Court for the Southern District of New York.? 
There our complaint alleged unlawful activity by Fields with respect 
to the securities of six separate corporations.* With regard to each such 
security we charged him with having schemed to defraud as well as 
with violations of the Securities Act’s registration requirements. 
Fields’s answer expressly admitted many of the material allegations 
in our complaint. And the judgment of permanent injunction to which 
he consented required Fields to report all of his securities transactions 


to us and to furnish us with copies of any opinions that he might 
issue. 


III. 


After the entry of that last injunction by the United States District 
Court for the Southern District of New York, we entered our own 
order temporarily suspending Fields from appearing or practicing 
before us.* We took that step, pursuant to Rule 2(e) (3) (i) (A) of our 
Rules of Practice, which provides that: 


“The Commission, with due regard to the public interest and without 
preliminary hearing, may by order temporarily suspend from appearing or 
practicing before it any attorney . .. who, on or after July 1, 1971, has 
been by name ... permanently enjoined by any court of competent juris- 
diction by reason of his misconduct in an action brought by the Commission 


from violation or aiding and abetting the violation of any provision of the 
federal securities laws.” 


To determine the ultimate sanction, if any, to be imposed on Fields, 
we directed that a hearing be held before one of our administrative 


1In chronological order those cases are S8.H.C. v. John Rich Enterprises, et al., N.D. 
Cal., Civ. No. 69452 RFP (July 31, 1970); 8.4.0. v. Pig’N Whistle Corporation, et al., 
N.D. Ill. No. 71 C 545 (October 8, 1971); S.E.C. v. Caldwell Industries, Inc., et al., 


8.D.N.Y. 71 Civ. 5415 (December 13, 1971) ; and 8.#.C. v. Emanuel Fields, et al., S.D.N.Y. 
71 Civ. 5416 (December 13, 1971). 


2 Cited in the preceding footnote. 

8 None of these securities was involved in the three earlier actions. 

Our order was based solely on the last of the four injunctions that we had obtained 
against Fields. However, the three earlier injunctions are pertinent now on the question 
of the sanction to be imposed. Rule 2(e)(1) of our Rules of Practice makes the relevance 
of those earlier injunctions clear. That rule reads “The Commission may deny temporary 
or permanently, the privilege of appearing or practicing before it in any way to any person 
who is found by the Commission after notice of and opportunity for hearing in the matter 
(i) not to possess the requisite qualifications to represent others, or (ii) to be lacking in 
character or integrity or to have engaged in unethical or improper professional conduct, or 
(iii) to have willfully violated, or willfully aided and abetted the violation of any provision 


of the federal security laws (15 U.S.C. §§ 77a—80b-20), or the rules and regulations 
thereunder.” (Emphasis added.) 
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law judges.® But Fields raised no question of fact.° His case consists 
solely of a legal attack on our power to discipline him or indeed to 
discipline any attorney who practices before us. There being no occa- 
sion for an evidentiary hearing, Fields waived it.” 


IV. 


Fields points out that we have no specific procedure for admitting 
attorneys to practice before us.* He argues that we have no power to 
deprive him of a privilege we never gave him. We disagree.° 

Fields contends in effect that most federal agencies have no power to 
discipline the lawyers who practice before them. This is so because of 
the Agency Practice Act of November 8, 1965, which prevides that 
any attorney admitted to practice in the highest court of a state or ter- 
ritory may appear before a federal agency in a representative 
capacity.’° Hence most other federal agencies have no more power than 
we do to discipline attorneys who appear before them. However, they 
have jurisdiction to take such action in appropriate cases. And so do 
we.*? 


The statute to which we have just referred expressly states that it 
“does not ... limit the discipline, including disbarment, of individuals 
who appear in a representative capacity before an agency.” #2 Thus the 
rule of the many cases affirming the power of administrative agencies 
to impose sanctions on those who practice before them,!* has now been 


5 Fields began by seeking review of our suspension order in the Court of Appeals for the 
District of Columbia Circuit. After that court had denied his petition for review without 
opinion, Fields asked us to lift the temporary suspension order. When we denied that 
petition, we set the matter down for hearing pursuant to Rule 2(e) (3) (iii) of our Rules 
of Practice. 

® His brief states that in his view “there are no questions of fact in dispute.” 

7He also waived an initial decision by the administrative law judge. After the parties 
had stipulated as to the contents of the record, we heard oral argument. Our findings are 
based on an independent review of the stipulated record. 

5 Rule 2(b) of our Rules of Practice provides that a person may be represented in any 
proceeding by an attorney at law admitted to practice before the Supreme Court of the 
United States or the highest court of any State or Territory of the United States, or the 
Court of Appeals or the District Court of the United States for the District of Columbia. 

® See Schwebel v. Orrick, 153 F. Supp. 701, 704 (D.D.C. 1957), affirmed on other grounds, 
251 F, 2d 919 (C.A.D.C., 1958), cert. denied 356 U.S. 927 (1958). 

1079 Stat. 1281, codified in 5 U.S.C. § 500. 

1 Murray A. Kivitz, 44 S.E.C. 600, 609-10 (1971), reversed on other grounds sub. nom. 
Kivitz v. 8.E.C. 475 F. 2d 956 (C.A.D.C., January 31, 1973) ; Schwebel v. Orrick, 153 F. 
Supp. 701 (D.D.C. 1957), affirmed on other grounds, 251 F. 2d 919 (C.A.D.C., 1958), cert. 
denied 356 U.S. 927 (1958). 

1225 U.S.C. § 500(d) (2). 

18 See, e.g., Goldsmith v. U.S. Board of Tax Appeals, 270 U.S. 117, 122 (1926) ; Herman 
v. Dulles, 205 F. 2d 715, 716 (C.A.D.C. 1953) ; Schwebel v. Orrick, 153 F. Supp. 701, 704 
(D.D.C. 1957), aff’d on other grounds, 251 F. 2d 919 (C.A.D.C. 1958), cert. denied 356 
U.S. 927 (1958). 
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codified.1* Respondent’s contention that he is immune from discipli- 
nary action by us is therefore patently frivolous. 


V. 


Respondent also maintains that we are estopped from disciplining 
him. This argument rests on an aspect of S.L.C. v. LY manuel Fields, et 
al.® In that case we asked the court to require Fields to give copies of 
its opinion to all clients who consulted him with regard to securities 
matters. The court refused to do so. Fields says that our failure to se- 
cure “professional sanctions” against him in a judicial forum bars us 
from imposing such sanctions administratively. But both the relief 
that we obtained and the relief that we unsuccessfully sought from 
the court were altogether different from the relief here involved. We 
did not ask the court to bar Fields from practicing before us. Indeed, 
our request for the relief that the court declined to give us made sense 
only on the assumption that he would continue to maintain a securi- 
ties practice. Only if clients were to consult him on securities matters, 
would Fields ever be required to supply copies of the court’s judgement 
against him. The issue now before us is this: Should Emanuel Fields 
be permitted to continue to practice before this Commission? That 
issue has never previously been litigated anywhere. So the doctrine of 


collateral estoppel, which respondent seeks to invoke, has no bearing 
on the matter. 


VI. 


Finally, respondent maintains that our ex parte temporary suspen- 
‘ sion order deprived him of due process.’ Putting the merits of that 
point to one side for the moment, its relevance at this juncture seems 


14 See the discussion of the legislative history of the Agency Practice Act of 1965 in 
Murray A. Kivitz, supra, at pp. 609-10 of 44 S.E.C. As there noted, the sponsor of the 
bill in the House of Representatives said when he introduced it: “It does not affect the 
power of agencies to discipline persons who appear before them.” 111 Cong. Rec. 27193. 

15 And so is his suggestion that the Administrative Procedure Act gives him an inde- 
feasibly vested right to practice before us. The section of the Administrative Procedure Act 
to which he points (§ 6(a), 5 U.S.C. § 555(b)) merely gives witnesses who appear before 
administrative agencies the right to be represented by counsel. It “does not regulate the 
qualifications of counsel or provide how agencies may regulate them.” Herman vy. Dulles, 
205 F. 2d 715, 717 (C.A.D.C. 1953). See also Davis, Administrative Law Treaties § 8.10 
(1958). 

16 U.S.D.C. S.D.N.Y. No. 71 Civ. 5416. 

17It was ex parte. But the injunction on which it was based was not. In view of the 
nexus between the injunction and the temporary suspension the latter cannot be deemed to 
have descended on Fields as a wholly unexpected bolt out of the blue founded on allegations 
of which he had never theretofore heard. Fields is a lawyer with what appears to be 
extensive securities experience, After we had introduced our temporary suspension proced- 
ure (Securities Act Release No. 5147 (May 10, 1971)), he consented to the entry of a 
permanent injunction in an action brought by us based on violations of the federal securi- 
ties laws. When he did that, Fields must have known that he was exposing himself to the 
risk of a temporary suspension. 
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dubious. The question now is: What wltimate sanction should be im- 
posed against Fields? On that question Fields has had every op- 
portunity to present his position. There is nothing ex parte about the 
proceedings in their present posture.?® 

Turning to the merits, we reject Fields’ due process contention. It 
has long been clear that administrative agencies can act summarily.” 
True, the summary action here involved relates to a lawyer’s right to 
practice his profession—a pear! of great price not to be stripped from 
him lightly.” But even here summary action is appropriate when 


18 We cannot agree with Fields when he maintains that there is but one proceeding here 
and that this proceeding is void ab initio. If we did agree with him about that, we should 
have to dismiss this proceeding. But the serious questions that this record raises about 
Field’s character and integrity would remain. To resolve them we would be constrained to 
institute a new plenary disciplinary proceeding against him, Hence Field’s void ab initio 
argument boils down to a contention that a new proceeding is necessary. Since Fields could 
not possibly have any more of an opportunity to tell his side of the story in such a second 
proceeding than he has already had in this one, we are unable to discern any reason for 
dismissing this proceeding and starting a brand new one to replace it. Fields cites Selling 
v. Radford, 243 U.S. 46 (1917) in support of his voidness argument, But we find nothing 
in that case that aids him. 

19 See 1 Davis, Administrative Law Treatise § 7.08 (1958) ; Dickinson, Administrative 
Justice and the Supremacy of Law 255-256 (1927); Freedman, Summary Action by 
Administrative Agencies, 40 U. of Chi. L, Rev. 1 (1972). 

20An order of this Commission that suspends or terminates an attorney’s ability to 
practice is a serious—a very serious—matter for us and for him. Nothing that we say here 
should be construed as minimizing the gravity of such a step. Yet we think it well to note 
that the impact of an order by us under our Rule 2(e) is not nearly so devastating as is 
that of the order of a court barring a man from practicing law at all. The disciplinary 
sanctions that we impose on lawyers can affect only their capacity to engage in our rather 
narrow type of practice. A lawyer barred from appearing before us is still free to hold 
himself out to the world as a lawyer, to practice before all tribunals save this one, and to 
counsel clients with respect to the infinite variety of legal problems that do not impinge 
on the area affected by the federal securities statutes, This distinction brings us to what 
we consider a basic flaw in Field’s argument that only the courts of New York which made 
him a lawyer in the first place can deprive him of the right to practice here. That argu- 
ment assumes, among other things, that the standards of character and integrity that the 
New York courts consider adequate or their purposes ought to be and are necessarily con- 
trolling here. This fallacious position overlooks the pecularly strategic and especially 
central place of the private practicing lawyer in the investment process and in the enforce- 
ment of the body of federal law aimed at keeping that process fair. Members of this 
Commission have pointed out time and time again that the task of enforcing the securities 
laws rests in overwhelming measure on the bar’s shoulders. These were statements of what 
all who are versed in the practicalities of securities law know to be a truism, i.e., that 
this Commission with its small staff, limited resources, and onerous tasks is peculiarly 
dependent on the probity and the diligence of the professionals who practice before it. 
Very little of a securities lawyer’s work is adversary in character. He doesn’t work in 
courtrooms where the pressure of vigilant adversaries and alet judges checks him. He 
works in his office where he prepares prospectuses, proxy statements, opinions of counsel, 
and other documents that we, our staff, the financial community, and the investing public 
must take on faith. This is a field where unscrupulous lawyers can inflict irreparable harm 
on those who rely on the disclosure documents that they produce. Hence we are under a 
duty to hold our bar to appropriately rigorous standards of professional honor. To expect 
this vital function to be performed entirely by overburdened state courts who have little 
or no contact with the matters with which we deal would be to shirk that duty. As we said 
in Morris Mac Schwebel, 40 S.E.C. 347, 371 (1960): ‘The right to appear and practice 
before this Commission as an attorney is, like membership in the bar itself, a privilege 


burdened with conditions.” 
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predicated on previous findings of serious misconduct.?1 We note in 
this connection that Rule 8 of the United States Supreme Court’s 
rules provides that : 


“Where it is shown to the court that any member of its bar has been 
disbarred from practice in any State, Territory, District, Commonwealth, 
or Possession, or has been guilty of conduct unbecoming a member of the bar 
of this court, he will be forthwith suspended from practice before this 
court. He will thereupon be afforded the opportunity to show good cause, 
within forty days, why he should not be disbarred. Upon his response to the 
rule to show cause, or upon the expiration of the forty days if no response 
is made, the court will enter an appropriate order; but no order of disbar- 
ment will be entered except with the concurrence of a majority of the 
justices participating.” 


Fields’s history demonstrates a propensity for violating the statutes 
that Congress has enacted for the protection of investors.”* For us to 
have deferred any disciplinary action against him until after a hearing 
had been held would have been to expose the investing public to an 
unacceptably high degree of risk.** This the Constitution did not 
mandate.** 

VII. 


Fields admits that he was guilty of serious infractions of the securi- 
ties laws.?® And although he has had abundant opportunity to do so, 


he has never even tried to suggest mitigating or extenuating circum- 
stances.” There being no rational basis for an extension of leniency, we 


21 Thus, for example, Rule 5 (b), (d) and (e) of the United States District Court for 
the Southern District of New York provide for the summary suspension of an attorney 
eonvicted of a felony or of a misdemeanor, See also New York Judiciary Law § 90(4) ; 
California Business and Professions Code § 6102; Rule 94.2(a) of the Rules of the United 
States District Court for the District of Columbia; In re Tinkoff, 95 F. 2d 651 (C.A. 7, 
1938) ; In re Collins, 188 Cal. 701, 206 P. 980 (1922). 

22 This statement rests not on mere allegations in a complaint or in an indictment, but 
on the final judgment of a United States district court. Hence respondent’s reliance on 
Laughlin v. Wheat, 95 F.2d 101 (C.A.D.C. 1937) is miplaced, As stated at the very outset 
of the court’s opinion in that case, Laughlin involved the summary suspension of an 
attorney from practice ‘‘while awaiting final outcome of criminal proceedings pending on 
an indictment against him .. .”’ 

3 Cf, United States v. Benjamin, 328 F. 2d 854, 863 (C.A. 2, 1964), cert. denied 377 
U.S. 953 (1964): “In our complex society the accountant’s certificate and the lawyer’s 
opinion can be instruments for inflicting pecuniary loss more potent than the chisel or the 
crowbar.’’ And forty years ago an enlightened court stressed the need for speed in matters 
relating to securities. Halsey Stuart € Co. v. Public Service Commission, 212 Wis. 184, 248 
N.W. 458 (1933). 

24 Compare R. A. Holman & Co., Inc., v. S.E.C., 299 F. 24 127 (C.A.D.C. 1962), cert denied 
370 U.S. 911 (1962). 

25 Among those admitted infractions was the preparation of fraudulent and irresponsible 
legal opinions. 

26 He has, however, moved to dismiss the proceeding “with prejudice’ on the ground that 
we have failed to comply with our own rule directing that matters of this character “be 
expedited in every way consistent with the Commission’s other responsibilities.” Rule 
2(e) (3) (iii). Since we think we have complied with that requirement, we deny the motion. 
Fields seeks to buttress his position by asserting that the words “consistent with the 
Commission’s other responsibilities” mean nothing at all and must be disregarded. He gives 
no reason—and we can conceive of none—for this most unusual interpretation. 
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are driven to the conclusion that Fields must be permanently disquali- 
fied from appearing or practicing before us. 
An appropriate order will issue. 


By the Commission (Senior Commissioner OwENns and Commis- 
sioners Hrertone, Loomis and Evans). 





IN THE MATTER OF 
AMERICAN ELECTRIC POWER COMPANY, INC. 
MICHIGAN POWER COMPANY 
MACLANE GAS COMPANY 
File No. 3-4026. Promulgated June 19, 1973 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


American Electric Power Company, Inc. (“AEP”), a registered 
holding company, and two of its public-utility subsidiary companies, 
Michigan Power Company (“MPC”), and MacLane Gas Company 
(“MacLane”), have filed with this Commission a plan and amend- 
ments thereto (“Plan”) pursuant to Section 11(e) and other appli- 
cable sections of the Public Utility Holding Company Act of 1935 
(“Act”) and rules promulgated thereunder relating to the disposition 
of the MPC gas utility properties. The Plan includes, pursuant to 
paragraph (a) (5)(C) of Rule 50, a request for an exception from 
the competitive bidding requirements of the Rule with respect to the 
sale by AEP of the MacLane common stock. 

In 1967, AEP acquired by tender offer substantially all of the out- 
standing shares of common stock of MPC (then known as Michigan 
Gas and Electric Company) a previously non-affiliated company own- 
ing and operating a combination gas and electric utility business.1 We 
approved the acquisition on condition that AEP divest the gas utility 
properties of MPC and authorized the sale of these properties to 
Michigan Gas Utilities Company (“MGU”), a non-associate gas util- 
ity company. 

In October, 1968, we authorized AEP to create MacLane to facili- 
tate divestiture of the gas properties to MGU.? The proposal contem- 
plated that MacLane acquire the gas properties of MPC through funds 
procured by the sale of its common stock to AEP, which in turn would 
sell the MacLane common stock to MGU. 


148 S.E.C. 407 (1967). 
2 Holding Company Act Release No. 16196 (October 25, 1968). 


45 S.B.C.—35. 18007 
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In connection therewith, MPC was to secure the release of the gas 
properties from its combined mortgage indenture and was to redeem 
its 4.40% and 4.90% series of cumulative preferred stock.? The time 
within which to complete these transactions was extended,‘ and sub- 
sequently AEP advised us by letter dated August 21, 1969, that the 
agreement with MGU had been cancelled because of MGU’s inability 
to obtain the necessary financing. 

MPC distributes electricity and natural gas in southwestern Michi- 
gan principally to retail customers. As of December 31, 1972, MPC’s 
utility plant, carried at cost less reserve for depreciation, amounted 
approximately to $39,000,000, which included net electric plant of 
$17,000,000 and net gas plant of $22,000,000. Operating revenues for 
the twelve month period ended December 31, 1972, were $25,205,000 of 
which $7,464,000 were derived from the sale of electric energy, and 
$17,741,000 fro the sale of gas. 

As of December 31, 1972, MPC had outstanding 14,000 shares of 
4.40% Preferred Stock and 1,250 shares of 4.90% Preferred Stock, 
both series having a $100 par value. The voluntary redemption prices 
of these shares are $102 and $100 per share respectively, and the total 
redemption price for these outstanding securities would be approxi- 
mately $1,500,000. The 4.90% Preferred Stock is held by one person 
and the 4.40% Preferred Stock is held by approximately 500 persons. 

The Plan contemplates that MPC transfer to MacLane the gas prop- 
erties for a cash consideration estimated at approximately $25.1 million 
as of December 31, 1971, and that MacLane assume certain related 
liabilities of MPC.° MacLane would obtain the necessary funds by the 
issue and sale for cash to AEP (a) of $10 million face amount of its 
270-day promissory notes, bearing interest of 14 of 1% per annum 
above the prime commercial loan rate charged from time to time by 
Manufacturers Hanover Trust Company, New York and (b) of 
1,000,000 shares of its $1 par value common stock for $15.1 million.® 

The Plan further proposes that MPC pay the entire proceeds of the 
sale to AEP by: (1) repaying open account advances, which at Decem- 


3 Id. at pp. 2-3. 

«Holding Company Act Release No. 16379 (May 21, 1969). 

5 The total price paid by AEP for its investment in MPC’s common stock exceeded the 
underlying book value thereof, at the date of acquisition, by approximately $13.2 million of 
which about $7.1 million has been allocated to the gas utility assets and the balance to the 
electric utility assets. Upon acquisition, MacLane proposed to record the gas properties at 
“original cost”, which excludes the $7.1 million excess acquisition cost, and such excess to 
be recorded by MacLane in ‘Gas Plant Acquisition Adjustment’”’ account and immediately 
written off against ‘‘Premium on Capital Stock” account. 

6 At December 31, 1971, MPC had $5,106,000 principal amount of first mortgage bonds 
outstanding. Under the terms of MPC’s Indenture and Deed of Trust dated June 1, 1945, 
MPC will deposit with the Indenture Trustee the cash received upon the sale of the proper- 
ties and, as permitted by the Indenture, will withdraw the cash against the certification 
of other available bondable property. 
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ber 31, 1972, amounted to $8,750,000, and (2) paying a special dividend 
to AEP. The advances were made by AEP to MPC pursuant to orders 
of the Commission.’ These orders provided, inter alia, that, unless 
authorized by the Commission, such advances would not be repaid prior 
to the retirement of MPC’s two series of preferred stock. 

In support of its request for an exception from our competitive 
bidding requirements under the Act, AEP states that compliance with 
those requirements would impede the expeditious sale of MacLane’s 
common stock, and that a negotiated sale will provide the flexibility 
necessary for prompt disposition. 

A notice of filing was issued pursuant to Rule 23,° which afforded 
any interested person an opportunity to request a hearing by stating 
the nature of his interest and the reasons for the request and the issues 
of fact or law raised by the proposed Plan which he desired to contro- 
vert. It further stated that after the date specified in the notice, the 
Plan, as filed or amended, might be approved, or we might take such 
other action as we might deem appropriate. 

Objections to the Plan and requests for a hearing were filed by 
Sheriff Securities Corporation and by Swift, Henke & Company, Inc., 
on behalf of MPC’s 4.40% preferred stockholders. Separate statements 
opposing the plan were also filed by other holders of that preferred 
stock. 

The preferred stockholders urge inter alia, that AEP is committed 
to retire the outstanding preferred stock at the voluntary redemption 
prices, but that, in any event, without an undertaking of prior re- 
demption or without the prior consent of the preferred stockholders, 
the gas properties, a major asset of MPC, may not be sold by MPC 
under Michigan law and MPC’s charter. AEP disputes these and 
other contentions of the preferred stockholders. As to price, it is 
AEP’s position that MPC’s preferred stockholders are entitled only 
to what is fair and equitable under Section 11(e) and that, considering 
the dividend rates of the preferred stock and the current cost of money, 
the equitable equivalent of their investment is significantly less than 
the redemption prices fixed by MPC’s charter. 

In view of this dispute, AEP has proposed that we grant the excep- 
tion from competitive bidding with respect to the sale of the MacLane 
stock,’ and reserve jurisdiction over the other aspects of the Plan. Sher- 


7 Holding Company Act Release Nos.: 15872 (October 16, 1967), 16051 (May 2, 1968), 
16383 (May 26, 1969), (16559 (December 16, 1969), 16880 (October 28, 1970, 17405 
(December 21, 1971), 17508 (March 23, 1972) and 17825 (December 21, 1972). 

8 Holding Company Act Release No. 17802 (December 12, 1972). 

® Unless excepted by rule or order, the competitive requirement under Rule 50 applies to 
a sale of securities to be issued, or which are owned, by a registered holding company or 
a subsidiary company thereof. Rule 50 does not apply to a sale of assets. 
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iff has no objection provided that the authorization to negotiate a sale 
is limited to a period of 60 days. It affirms its request for a hearing on 
the other issues and objections to the Plan. The Swift firm objects to the 
exception unless it is conditioned to require that in the event of the 
sale the 4.40% preferred stock will be redeemed. 

The exception, which we shall grant,?° is a step forward to the 
divestiture of the gas properties, with no prejudice to the preferred 
stockholders. Whether the sale is by competitive bidding or by nego- 
tiation, is not really of concern to them. Their real interest is in when 
and how much they will be paid for their preferred stock. It is within 
this context that we read their contentions that the gas properties can- 
not be sold without their consent, which they are not prepared to give, 
and which, they state, AEP and MPC cannot side-step except by re- 
demption of the preferred stock. These issues remain outstanding, 
unaffected by the grant of the exception. They will be deferred under 
our reservation of jurisdiction for appropriate consideration when, 
after negotiating a sale, AEP and its subsidiary companies request 
approval of the remaining aspects of the Plan and, concurrently, an 
order authorizing the sale. Needless to say, any interested purchaser 
should and undoubtedly will take due notice of this unresolved 
controversy. 

As there is need for dispatch in this long-delayed divestiture, our 
order granting the exception will be limited to a period of 90 days, 
subject to extension upon good cause shown. We do not accept the 
condition proposed by the Swift firm, for we deem it more appropriate 
at this time to reserve jurisdiction with respect to the substantive 
claims of the preferred stockholders. In the meantime, one may hope 
that, with an actual cash purchaser on hand, the parties may be per- 
suaded to come to terms on the issues that now divide them. 

IT IS ORDERED, accordingly, that the application for an excep- 
tion from the competitive bidding requirements of Rule 50 with re- 
spect to the proposed sale of the common stock of MacLane Gas Com- 
pany be, and it hereby is, granted, effective forthwith for a period of 
90 days commencing with issuance of this Order; and 

IT IS FURTHER ORDERED that jurisdiction with respect to 
all other aspects of the Plan be, and it hereby is, reserved. 

By the Commission. 

10 Middle South Utilities, Inc., 45 S.B.C. 285 (1973) ; Connecticut Light 4 Power Co., 


45 S.E.C. 214 (1973) ; New England Electric System, Holding Company Act Release Nos. 
17066 (March 25, 1971) and 16371 (November 23, 1971). 





IN THE MATTER OF 


THE APPLICATIONS OF 
STERLING D. MALLORY 


MILO E. MALLORY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-3892. Promulgated June 27, 1973 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY PRO- 
CEEDINGS 


Violations of Rules of Fair Practice 


In proceedings for review of disciplinary action by registered securities asso- 
ciaticn, association’s findings of violations of its antfraud and bookeeping rules 
and SEC’s net capital rule by registered principals of member, sustained, but 
sanctions reduced in view of largely managerial character of one principal’s 
violations and limited nature of other principal's derelictions. 


APPEARANCES: 

Howard P. Walthall, of Berkowitz, Leftkovitz & Patrick, for 
applicants. 

Lloyd J. Derrickson, Andrew McR. Barnes, and James N. Schwarz, 
for the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


These are applications pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Sterling D. Mallory and his brother, Milo 
KE. Mallory, during the relevant period registered principals and of- 
ficers of First Investment Savings Corporation, formerly a member 
of the National Association of Securities Dealers, Inc. (“NASD”), 
for review of disciplinary action taken against them by the NASD. 
The NASD found that the member and the applicants violated Sec- 
tions 1, 18 and 21 of Article III of the NASD’s Rules of Fair Prac- 
tice 1 in that S. Mallory, with the tacit approval of M. Mallory, entered 


2 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 18 prohibits the use of fraudulent 
devices in effecting transactions. Section 21 requires that books and records be maintained 
in compliance with applicable regulations. 


45 S.E.C.—34—10244 
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into a bogus securities transaction with the member in order to im- 
prove its capitalization. The NASD also found that the member and 
the applicants violated Section 1 of Article III in that they were 
responsible for the member’s failure to maintain adequate net capital 
in contravention of Rule 15c3—1 under the Exchange Act.? The NASD 
barred S. Mallory from association with any of its members in any 
capacity. It censured M. Mallory, fined him $1,000 and suspended his 
registration with it for 90 days.* 

Briefs were filed with us by applicants and the NASD. Our findings 
are based on the record made before the NASD. 

In May 1970 Mr. J., an investor, agreed with S. Mallory to purchase 
U.S. Government bonds in the face amount of $35,000 and to lend them 
to the firm under a subordination agreement in order to increase the 
firm’s capitalization. On May 26, 1970, S. Mallory purchased in his 
own name $50,000 face value in such bonds on margin from another 
broker-dealer and simultaneously sold them at the same price to the 
firm for its inventory account, such sale resulting in a credit to his 
personal account for the purchase price. On the same day, the firm 
sold $35,000 face value of such bonds to Mr. J. Mr. J., however, was 
unable to carry out his agreement to buy the bonds and lend them to 
the firm. On June 1 the firm repurchased the bonds from him.‘ In the 
meanwhile §. Mallory had never physically delivered the $50,000 in 
bonds to the firm and on July 9 he sold them back to the broker-dealer 
from whom he had purchased them. But the firm’s inventory account 
continued to list the bonds. The credit for the purchase price was re- 
tained in S. Mallory’s personal account. He used that credit to buy 
securities for his own account. 

The firm continued in business until May 25, 1971, when it sus- 
pended operations at the NASD’s request. Upon examination by the 
NASD, it was found that the firm’s net capital was deficient at various 
dates between March 31, 1970 and May 25, 1971 by amounts ranging 
from $3,226 to $74,452. 

The record supports applicants’ assertions that S. Mallory did not 
initiate the bond purchase as a bogus transaction in order to improve 
the firm’s net capital, since he sold the bonds to the firm before learn- 


2 Rule 15c3-1 provides that no broker or dealer shall permit his aggregate indebtedness 
to all other persons to exceed 2,000 percentum of his net capital and that he shall maintain 
net capital of not less than $5,000. 

8 The NASD also expelled the member. It has not sought review. 

“The NASD does not appear to have based its conclusions on a finding that there was 
any impropriety in the fact that the proposed purchase of bonds by Mr. J. was, in effect, 
passed through S. Mallory’s account, rather than being handled as a direct purchase of the 
bonds by the firm to be followed by a sale to Mr. J., nor do we find in the record in this 
case any basis for an adverse finding in this respect. 
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ing that Mr. J. was unable to make the subordinated loan.® Moreover, 
it appears that the balancing credit to S. Mallory’s personal account 
negated any increase in the firm’s net capital. 

There is no dispute, however, that S. Mallory had not delivered the 
bonds to the firm by the time the firm discontinued operations in May 
1971, approximately a year after they were shown to have been sold to 
the firm, and that during the entire period he allowed the firm’s records 
to continue to show the bonds in the firm’s trading account and the 
credit for their purchase price in his personal account notwithstand- 
ing the non-delivery of the bonds. Thus, while we are unable on the 
basis of the record to find that the transaction initially was a “bogus” 
transaction designed to misrepresent the financial condition and net 
capital position of the firm, it is clear that S. Mallory acted improperly 
in failing to take prompt appropriate action to reflect the fact that the 
proposed purchase by and subordination agreement with Mr, J. had 
failed of consummation and that S. Mallory himself was unable or 
unwilling to follow through with his purchase and sale of the $50,000 
in bonds to the firm. He concedes that this omission was a “serious 
error.” 

Applicants do not appear to dispute the finding that the firm oper- 
ated with deficient net capital on various dates. M. Mallory, however, 
asserts that he had no responsibility for the firm’s operations or finan- 
cial condition, that his title of vice-president was merely nominal and 
that he functioned solely as a salesman on a commission basis, and 
that his older brother S. Mallory was the financial and operating head 
of the firm. M. Mallory further asserts that he did not know of the 
bond transactions until March 1971 when he received an auditor’s re- 
port which disclosed that the bonds sold to the firm had not been de- 
livered. He testified that he then questioned his brother about the 
matter, and that S. Mallory assured him that the bonds would be 
delivered. 

Even if M. Mallory was only nominally an officer and had no direct 
responsibility for the financial condition and records of the firm, as 
an officer and a director, at the very least he had a responsibility in 
March 1971, when he learned of the sizable false entry in the firm’s 
books, to cause these false records to be corrected promptly and to 
make inquiry. to determine whether the firm’s net capital was then 
adequate to continue business.*° He made no such inquiry, and as noted, 
the firm’s records continued falsely to reflect the bonds in inventory, 


5 Contrary to the NASD’s findings, an entry on May 22 in S. Mallory’s personal account 
with the member recorded receipt of part payment from Mr. J. for the bonds, rather than 
the return of such funds to Mr. J., which did not occur until June 3 after S. Mallory had 
sold the bonds to the member. 

6 Of, Richard A. Holman, 41 S.E.C, 252, 257-58 (1962). 
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and the firm continued to operate with net capital deficiencies until it 
discontinued business two months later. 

Accordingly, we agree with the NASD that both applicants violated 
Sections 1, 18 and 21 of Article III of the NASD’s Rules of Fair 
Practice. 


PUBLIC INTEREST 

Applicants contend that the sanctions imposed by the NASD are 
excessive, having due regard to the public interest. 

S. Mallory asserts that he did not enter into a deliberate scheme to 
defraud or injure anyone but rather failed to take steps to correct a 
legitimate transaction which a customer failed to consummate; that 
his failure to take corrective action concededly was a serious matter; 
and that under the circumstances the public interest would be ade- 
quately served by imposing a period of suspension with a provision 
that any securities activity thereafter be restricted entirely to a super- 
vised capacity. He also states that he is 61 years of age, that the firm 
operated under his supervision from 1955 until 1971 without any com- 
plaints of misconduct in its relations with the public or other NASD 
members, that he had made substantial subordinated loans to the firm, 
and that he was the largest individual loser when the firm failed. 

M. Mallory argues that the sanctions of a 90-day suspension, a $1,000 
fine and the assessment of costs against him are excessive in view of 
his tenuous connection with the violations arising from the fact that 
he did not take effective steps to insure corrective action in the two- 
month period between his discovery of the bond transactions and the 
firm’s cessation of business. 

With respect to S. Mallory, his failure to take prompt corrective ac- 
tion with respect to the bond transactions was especially serious in 
view of public ownership of some of the shares of the firm’s stock. We 
also note, as pointed out by the NASD, that the firm had been sanc- 
tioned by the NASD on three prior occasions, one of which involved net 
capital violations, and that the firm appears to have been insolvent for 
some months before it discontinued business, at which time assets were 
insufficient to pay all claims.’ This misconduct calls for a substantial 
sanction. 

But there are significant mitigating factors. The bond transaction 
did not originate as a bogus scheme to make the firm’s net capital look 
better than it was. The net capital difficulties and the resulting viola- 
tions related to S. Mallory’s managerial functions with respect to the 


7On June 18, 1971, in the United States District Court for the Northern District of 
Alabama, Southern Division, an order was entered permanently enjoining the firm and 
S. Mallory with their consent from violations of the net capital requirements, and a trustee 
was appointed to liquidate the business under the Securities Investor Protection Act. See 
Litigation Release No. 5059. 
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firm’s finances. We, therefore, find it appropriate in the public interest 
to reduce the sanction against him to a suspension from all association 
with any NASD member for a period of one year, with the condition 
that thereafter he not be associated with any member except with the 
NASD’s approval upon an appropriate showing to it that he will 
function only in a non-supervisory capacity under adequate 
supervision. 

M. Mallory’s role was subordinate to that of his older brother, who 
was not only in charge of all financial matters but also managed the 
office, hired employees and determined what the firm’s activities would 
be. The record does not show that M. Mallory knew of the bond trans- 
actions before March 1971.8 While the knowledge he did acquire in 
March 1971 obligated him to see to it that corrective action was taken, 
which he did not do, he did inquire of his older brother and did receive 
assurances that the bond transactions would be taken care of. Under 
the circumstances, we think it appropriate to reduce his suspension 
to 30 days and to eliminate the $1,000 fine imposed on him. 

Accordingly, IT IS ORDERED that the sanctions imposed against 
Sterling D. Mallory and Milo E. Mallory be, and they hereby are, 
modified as set forth above. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Hrertone, Loomis and Evans). 


8 The fact that his wife was a part-time bookkeeper for the firm is no basis for attributing 
knowledge of the transactions to M. Mallory or a “tacit” approval by him, 











IN THE MATTER OF 
THE APPLICATION OF 
A. BENNETT JOHNSON 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 83-4045. Promulgated June 29, 1973 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLI- 
NARY PROCEEDINGS 


In proceedings for review of disciplinary action taken by registered securities 
association, its findings that president of member caused member to sell securities 
at unfair prices, set aside, where markups were improperly computed by associa- 
tion on the basis of costs which were not representative of prevailing market; its 
findings that president caused member to fail to establish adequate written 
supervisory procedures, sustained; and sanctions imposed on him, modified to 
censure. 


APPEARANCES: 


Robert C. Laskowski, of McMurry & Nichols, for A. Bennett 
Johnson. 

Lloyd J. Derrickson and Andrew McR. Barnes, for the National 
Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act by A. Bennett Johnson, a registered principal who dur- 
ing the period involved herein was president of First Cascade Securi- 
ties, Inc., then a member firm of the National Association of Securities 
Dealers, Inc. (“NASD”), for review of disciplinary action taken 
against him by the NASD. 

The NASD complaint charged that during the period May—Septem- 
ber 1970, the firm and Johnson violated Sections 1, 4 and 27(a) of 
Article III of the NASD’s Rules of Fair Practice in that the firm 
executed a series of 81 sales as principal to members of the public at 
prices which were not reasonably related to the then current market 
prices and not fair, and failed to establish adequate written supervisory 

45 S.E.C.—34——10258 
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procedures. The NASD District Business Conduct Committee, after 
a hearing, issued its decision in which it dismissed the charge of sales 
at unfair prices, found a failure to establish written supervisory proce- 
dures as charged, and ordered that the firm and Johnson be censured. 
The NASD Board of Governors reviewed the District Committee deci- 
sion on its own motion.” The Board, after a hearing, concluded that 
the sales had been made at unfair prices and reversed the District 
Committee’s findings of no violations in this respect. The Board there- 
upon increased the penalties from censure to censure and a five-day 
suspension of the firm and censure, a $1,000 fine and a ten-day suspen- 
sion of Johnson, From this latter action Johnson appeals.* 

Section 15A(h) of the Act, which defines the nature of our review 
of disciplinary action by the NASD, provides in pertinent part that 
if it appears to us that the evidence does not warrant the finding of 
misconduct made by the NASD, we shall set aside the action of the 
Association. 

The charge of unfair prices relates in the main to the firm’s pur- 
chase and resale of some of the securities inventory of another broker- 
dealer which was being liquidated under the Bankruptcy Act. The firm 
submitted bids for various blocks of securities to the trustee for the 
bankruptcy estate who was soliciting such bids generally from local 
broker-dealer firms. The testimony was that the trustee generally 
obtained at least three bids for any particular block, and with the ap- 
proval of the Bankruptcy Court made sales to the highest bidder. The 
firm under Johnson’s management resold such securities as it acquired 
from the trustee to public customers at prices which the NASD found 
to represent markups of up to 50% over the firm’s cost. Markups over 
current market prices of such a magnitude clearly would be unfair 
and in violation of the NASD’s Rule on fair pricing. In our view, 
however, this record does not present such a situation. 

The NASD District Committee found that the firm’s sales prices 
were in line with the quotations of other broker-dealers in a locai 
trade publication, and that sales transactions had been executed by 
other broker-dealers at prices similar to and above those of the re- 
spondent firm. The District Committee concluded that under all the 
circumstances the markups in this matter should be computed on the 


A. BENNETT JOHNSON, ET AL. 





1 Section 1 requires the observance of high standards of commercial honor and just and 
equitable principles of trade. Section 4 provides in pertinent part that where a member 
sells for his own account to his customer, the price must be fair, taking into consideration 
all relevant circumstances. Section 27(a) requires the establishment of written super- 
visory procedures to assure compliance with applicable requirements. 

2 Section 15 of the NASD Code of Procedure for Handling Trade Practice Complaints, as 
here pertinent, provides that action by the District Committee is subject to review by the 
Board on its own motion. 

8 The firm has not sought review of the NASD action and the decision has become final 
as to it. 
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basis of the offered side of the quoted market (rather than on the 
firm’s cost in its purchases from the bankruptcy trustee). As so com- 
puted, the District Committee found the markups not excessive and 
not in violation of the Association’s markup policy, and so dismissed 
the charge of unfair prices. 

On the basis of Sections 1 and 4 of the NASD’s Rules of Fair Prac- 
tice, the NASD markup policy prohibits a member from entering into 
any transaction with a customer at a price not reasonably related to 
the current market price of the security.* The current market price 
referred to is normally the prevailing inter-dealer price, that is, the 
price at which transactions take place among dealers.’ The NASD 
markup policy expressly states that in the absence of other bonafide 
evidence of the prevailing market, a member’s own contemporaneous 
cost is the best indication of the prevailing market price. Such cost 
constitutes an appropriate basis for computing markups, unless it can 
be shown that it is not representative of the market price prevailing at 
the time of his sales.’ 

In this case, we find that the District Committee’s decision not to use 
the firm’s costs as a basis for computing markups appropriate in view 
of the surrounding circumstances. A dealer’s own contemporaneous 
cost is not representative of the prevailing market in such special cir- 
cumstances as where he acquired the securities in a distress sale or 
obtained a special price concession because of a large purchase.* The 
record indicates the existence of special circumstances of this character 
with respect to the shares acquired from the bankruptcy estate on the 
basis of competitive bids generally in relatively large blocks. No active 
market for the stocks existed and we consider that those purchases 
were in the nature of distress transactions or involved price conces- 
sions and, accordingly, were not indicative of the prevailing or current 
market prices. 

The Board of Governors rejected the contention that the prices were 
reasonably related to the current market because it concluded that the 
firm had controlled the existing markets and was able to maintain the 
retail markets at inflated levels through block purchases from the court 
appointed trustee. The evidence in the record does not support this 
conclusion. And there is evidence in the record of transactions between 
other dealers in the stocks which were contemporaneous with the firm’s 


*NASD Manual, p. 2056. 

5 Naftalin € Co., Inc., 41 S.E.C, 823, 825 (1964). 

6 NASD Manual, p. 2056. 

7 Cf. Naftalin & Co., Inc., supra, at 826-7. 

8Cf. Strathmore Securities, Inc., 42 S.E.C. 993 (1966); Langley-Howard, Inc., 43 
S.E.C. 155 (1966). 
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sales. A number of such transactions were effected at prices higher 
than or about the same as the firm’s sales prices.° 

Published quotations may in appropriate circumstances also be con- 
sidered as evidence of prevailing market.’® This is true, even though 
problems are involved in the use of such quotations for determining 
the market price of securities, particularly when, as here, they are 
low-priced and have inactive markets.* On the basis of a schedule 
submitted by the firm to the NASD it appears that in a large number 
of instances one or two other dealers quoted the stocks in question 
about the same time as the firm’s sales, and that the quoted asked prices 
were generally higher than or around the same as those sales prices. 

We find no basis in the record for finding that the firm directly or 
indirectly controlled and maintained the prices at which other dealers 
were making quotations and transactions. The commissions of the firm’s 
salesmen were high. But it does not follow, as the Board seemed to 
believe, that this necessarily produced unfair prices not reasonably 
related to the market. A dealer may, of course, share with its salesmen 
the discount it obtained in the purchase of stock below the prevailing 
market without violating the NASD markup policy. 

Under all the circumstances we set aside the Board’s findings of vio- 
lations of Sections 1 and 4 of the NASD Rules based on sale of securi- 
ties at unfair prices. 

The District Committee had imposed a penalty of only a censure 
taking into account what it considered the de minimus nature of the 
violation based on the failure to establish adequate written supervisory 
procedures, noting that it appeared this deficiency had been subse- 
quently corrected. The Board increased the penalties because of its con- 
clusion that there were sales at unfair prices. Since we have set aside 
this latter finding of violation, it is appropriate in the public interest 
to reinstate the penalty ordered by the District Committee. 

Accordingly, IT IS ORDERED that the penalties imposed by the 
Board of Governors of the National Association of Securities Dealers, 
Inc. against A. Bennett Johnson be, and they hereby are, modified toa 
censure. 

By the Commission (Senior Commissioner Owens and Commission- 
ers Hertone, Loomis and Evans.) 


® At the hearing before a sub-committee of the Board of Governors, its members seemed 
disturbed at the possibility that the firm might have taken advantage of the trustee or 
that it might have had some understanding or arrangement with him whereby it would be 
assured of acquiring the estate’s securities at low prices. But the NASD’s complaint con- 
tained no charges of unfair purchase prices, only of unfair sales prices. In any event, 
there is no evidence in the record to indicate that the firm had any understanding with 
the trustee to improperly acquire securities at low prices. At least one member of the 
District Commitee at its hearing admitted that he was aware of the fact that the bank- 
tuptcy trustee was seeking bids from other local dealers, and there is testimony that the 
firm did not obtain securities in all cases where it submitted bids. 

10 Cf. Samuel B. Franklin € Company, 42 S.E.C, 325, 326-7 (1964). 

1 Of. Samuel B. Franklin € Company, supra. 
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FINDINGS, OPINION AND ORDER 
7 


Anthony J. Amato, John G. Bills, Raymond Kong, I. James Kozen 
and William J. O’Connor, who at relevant times were registered repre- 
sentatives of a member of the National Association of Securities 
Dealers, Inc. (“NASD”), have applied, pursuant to Section 15A(g) 
of the Securities Exchange Act of 1934, for review of disciplinary 
action taken against them by the NASD. 

Some of the member’s employees participated in a massive distribu- 
tion of the unregistered common stock of Bubble Up Delaware, Inc. 
Following hearings before a District Business Conduct Committee and 
further hearings before a subcommittee of the NASD’s Board of Gov- 
ernors, the NASD found that those employees, without disclosing 
their activities to the member, collectively induced purchases of almost 
350,000 shares of Bubble Up stock by public investors, for the most 
part at $2.50 per share, purchased 54,500 shares for their own accounts, 
and received from the issuer a total of 78,700 free shares as well as 
certain other remuneration. The NASD held that these activities vio- 
lated its Rules of Fair Practic. The member and certain of its super- 
visory personnel were found to have failed to exercise proper super- 
vision. Various sanctions were imposed. Only applicants have sought 
review. 

The NASD found that Bills, who was manager of the member’s Los 
Angeles office, Kong and Kozen, salesmen in that office, and Amato, a 
salesman in another branch office, violated Sections 1 and 18 of Article 
III of the Rules of Fair Practice, in that they effected or directed 
transactions in Bubble Up stock with members of the public and, 
except for Kong, also purchased such stock for their own accounts, 
without disclosing their transactions to the member. It further found 
that Bills, Kong, Kozen and O’Connor, a municipal bond salesman in 
the Los Angeles office, violated Section 1 by accepting free Bubble Up 
stock and, in the case of Bills and Kong, other remuneration, without 
disclosure to the member. Bills was also found to have failed to exercise 
proper supervision, in violation of Sections 1 and 27 of Article ITI. 
The NASD fined Amato $1,000 and suspended his registration for six 
months; fined Bills $10,000 and barred him from registration; fined 
Kong and Kozen $1,000 each and barred them from registration; and 
fined O’Connor $1,000 and suspended his registration for 15 days. In 
addition, it censured applicants. The record shows that in late 1969 
and early 1970, various of the member’s personnel, apparently acting 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 18 proscribes the use of deceptive or 
other fraudulent devices in securities transactions. 
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on the basis of the glittering prospects held out by Bubble Up’s man- 
agement, involved themselves, their families, co-workers and public 
customers in the distribution of Bubble Up stock. The transactions 
were effected directly with the issuer and entirely outside of the 
normal channels of the member’s facilities. Bubble Up stock was not 
traded publicly. Throughout the period under consideration, however, 
its principals represented that a merger with another company, whose 
stock was publicly traded, was imminent. Under the terms of the 
merger shares of that company’s stock were to be exchanged for Bubble 
Up stock, at a ratio very favorable for the Bubble Up stockholders. 
Apparently because of objections raised by California authorities, the 
merger was repeatedly delayed and in fact never came to fruition. In 
August 1970, Bubble Up filed a petition for reorganization under 
Chapter X of the Bankruptcy Act. 

The member’s Los Angeles office was the hub of the Bubble Up 
activity. The initial contact with the company was made by W., a 
salesman in that office. He in turn aroused the interest of Bills, the 
office manager, who came to play a central role. Bills was in touch 
with Bubble Up’s principals and arranged for at least one of his sub- 
ordinates to meet with them, and he brought to the attention of sub- 
ordinates and other employees the opportunity to invest in Bubble 
Up. Subsequently, when the company made substantial amounts of 
free stock available, he played a major role in allocating it to various 
salesmen and associates. More will be said below about his own trans- 
actions. 

II. 


Before considering applicants’ conduct and the contentions raised 
by each of them, we address ourselves to the basic question presented 
by certain of the applicants: Did the acts and practices in which they 
were found to have engaged by the NASD violate the designated 
rules ¢ ? 

Sections 1 and 18 are couched in general terms. But the NASD has 
given specific content to them, with respect to the conduct here in 
issue, by declaring in a policy statement on “Fair Dealing With Cus- 
tomers” that it deems transactions by registered representatives con- 
cealed from their employers fraudulent—and that penalties had been 
imposed for such conduct.? The policy statement was part of the 
NASD Manual during the period under consideration.* 


2 Section 15A(h) of the Exchange Act requires us to make that determination in every 
proceeding to review NASD disciplinary action. 

3 Also described as fraudulent are securities transactions outside registered representa- 
tives’ regular employment, which violate Federal or State law, even if disclosed to their 
employers. 

4 § 2152. Although the statement appears under Section 2 of Article III, cross-references 
to it are found under both Sections 1 and 18. 
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The regulatory scheme under the Exchange Act, in which the 
NASD is assigned a vital role, imposes on broker-dealer entities and 
NASD member firms the responsibility to exercise appropriate super- 
vision over their personnel for the protection of investors. Where 
employees effect transactions for customers outside of the normal 
channels and without disclosure to the employer, the public is deprived 
of protection which it is entitled to expect. Moreover, the employer 
may also thus be exposed to risks to which it should not be exposed.° 
Thus, such conduct is not only potentially harmful to public investors, 
but inconsistent with the obligation of an employee to serve his em- 
ployer faithfully. These concepts are most clearly applicable where 
dealings with the public are involved. But we consider that the NASD 
may also appropriately deem it unethical for an employee not to 
disclose to his employer the receipt of securities or other items of ma- 
terial value from an issuer either as compensation or as a gift, or the 
purchase of securities for his own account directly from an issuer. 
There is always a possibility in these situations that some improper 
conduct may be involved or that the employer’s interests may be ad- 
versely affected.® At the least, the employer should be enabled to make 
that determination. 





BILLs 


The NASD found that Bills effected or directed transactions for 16 
public customers for a total of 42,550 shares, at $2.50 per share, 
purchased 20,000 shares for his own account at the same price, and 
received 30,000 shares free and the free use of a Cadillac. It further 
found that while he disclosed his own purchase to the regional com- 
pliance director, he made no disclosure to the member regarding the 
other items, and that he should have disclosed his involvement in 
Bubble Up to management officials of the member. 

Bills admits purchase of the 20,000 shares. He contends, however, 
that there is no substantial evidence to support the findings that he 
put public customers into Bubble Up stock, received shares of free 
stock or received the use of a Cadillac.’ He further argues that dis- 
closure of his purchase to the compliance man constituted disclosure 
to the member. 

As further discussed below, Bills did not testify at or otherwise 
participate in the District Committee’s hearings. At those hearings, 


5 The record here shows that as a result of the Bubble Up transactions a number of 
suits have been filed and claims asserted against the member. 

@ Here, transactions in the stock which Bubble Up stockholders were to receive in ex- 
change were effected through the member’s facilities, including its Los Angeles office, 
during the period in question. 

7 Bills’ further contention that even if, arguendo, these things occurred, there was no 
violation of the NASD’s rules, has been covered in our prior discussion. 
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a letter from the member to the NASD, summarizing facts uncovered 
in its investigation of the Bubble Up situation, was introduced into 
evidence. The letter represented that the member’s officials had dis- 
cussed the matter with Bills and his counsel, among others. Certain 
of the information contained in it would seem to have been obtainable 
only from Bills. The District Committee’s findings regarding Bills’ 
activities were based on the letter. 

At the Board of Governors’ hearings, Bills was represented by 
counsel and testified at great length. However, on the advice of counsel, 
he declined, because of the pendency of State criminal proceedings, 
to answer questions whether he placed stock with customers, received 
free stock or received the use of a Cadillac. Nevertheless, he acknowl- 
edged that he received Bubble Up stock “for one reason or another,” 
that he spoke to about 14 or 15 persons who eventually bought such 
stock, and that customers of his bought Bubble Up stock. Bills now 
asserts that the member’s partner who signed the letter did not speak 
to him concerning the matters discussed. As noted, the letter itself 
indicates otherwise. However, even though the partner was available 
for cross-examination, there was no exploration on the record concern- 
ing this matter. We have decided to give Bills the benefit of the doubt 
and not to base findings on the letter. But this avails him little. The 
admissions on the record noted above, taken together with Bills’ 
central role in the Bubble Up matter as previously outlined, warrant 
findings at least that he caused public investors to purchase Bubble Up 
stock and received free stock.® 

As noted, Bills informed the regional compliance director of his 
purchase of Bubble Up stock. This was done, however, in the context 
of arousing the latter’s interest in purchasing some of the stock him- 
self. The compliance man thereafter bought 1,000 shares. Later, he 
received 500 free shares from Bills. To argue in this context that Bills 
disclosed his purchase to the member borders on the frivolous. 

We shall, however, set aside the NASD’s finding that Bills failed 
to exercise proper supervision. That finding is inconsistent with the 
active role Bills himself played in his office’s involvement and in that 
of his subordinates in the Bubble Up transactions. Failure of super- 
vision—which may result in derivative responsibility for the miscon- 
duct of others—connotes an inattention to supervisory responsibili- 
ties, a failure to learn of improprieties when diligent application of 
supervisory procedures would have uncovered them. That is not the 
situation here. In view of Bills’ active and central role in the whole 


§ Bills indicated at the Board hearings that he was eager to tell the full story regarding 
his involvement in Bubble Up once the criminal proceeding had been resolved. In December 
1972 another applicant advised us that Bills, Kozen, and Kong had been acquitted of 
charges arising out of the Bubble Up situation. Yet Bills has not come forward with 
further information. 
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matter, affirmance of the finding of failure to supervise would entail a 
confusion of concepts. 

We reject Bills’ argument that the District Committee acted arbi- 
trarily in denying his request for a continuance of the hearing before 
it. Five days before the scheduled date of the hearing, the law firm 
representing Bills advised the Committee that because of a conflict of 
interest it could not represent him, and it requested a continuance to 
enable him to retain new counsel and the latter to prepare for the hear- 
ing. Two days before the scheduled date, the request was denied. At 
the hearing, Bills appeared with different counsel who again asked for 
a continuance. When this was denied, Bills, on the advice of counsel, 
declined to participate in the hearing. 

In our opinion, the District Committee did not abuse its discretion 
in denying an adjournment at such a late date, particularly in view of 
the large number of respondents and counsel who were to participate 
in the hearing. Moreover, at the hearing before the Board’s subcom- 
mittee, Bills and his counsel were given a full opportunity to tell Bills’ 
own story, and to examine various co-respondents as well as officials of 
the member who were not respondents. Under the circumstances, we 
cannot find that he was prejudiced by the Committee’s action. 

Finally, Bills contends that the penalties inposed on him are ex- 
cessive and oppressive. He asserts that there is no evidence of an in- 
clination on his part to engage in improper conduct, and that because of 
these proceedings he has been kept out of the securities business since 
April 1971 when he was suspended by the member, with a resultant 
loss of substantial earnings. Bills also points out that he lost the $50,- 
000 he invested in Bubble Up stock. 

We find no basis for disturbing the NASD’s action. Bills occupied a 
responsible supervisory position. He violated the trust placed in him 
not only by engaging in improper transactions himself, but by leading 
others astray. 

Kone 


Kong sold more Bubble Up stock to more people than any of the 
member’s other employees. As found by the NASD, he sold a total of 
144,000 shares to 61 of the member’s customers and other public inves- 
tors, including members of his family, at $2.50 per share, He received 
25,000 shares from the issuer which also leased a car for him. The 
NASD found that Kong disclosed these matters to Bills, his office 
manager. 

Kong testified that he first heard about Bubble Up from Bills and a 
fellow salesman. Bills made an appointment for him with Bubble Up’s 
vice-president. On the basis of his discussions with that official and 
his review of certain data he concluded that the stock would be a good 
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investment. According to Kong, he had no compensation arrangement 
with the company. However, after he had completed his sales, he re- 
ceived the 25,000 shares, He testified that he immediately offered to 
return them because he was concerned about dilution of the share- 
holders’ equity, but was dissuaded by Bubble Up’s vice-president who 
assured him that the stock was promotional rather than new stock, that 
it was too late since he was already a shareholder of record, and that 
this was the company’s way of thanking him for the fine job he had 
done. At one point when Kong agreed to assist in the distribution of a 
$50,000 block of stock, having been told that the original purchaser’s 
check had bounced, the vice-president arranged for a Porsche car to 
be leased to him without charge for a year. 

Kong contends that Sections 1 and 18 of Article III are unconstitu- 
tionally vague, both on their face and as applied to him. He urges 
that a statute or rule penalizing conduct must provide an ascertainable 
standard of guilt and give fair notice of what conduct is proscribed, 
and that these provisions fail to meet those tests. As noted above, how- 
ever, the policy statement of the Board of Governors had given specific 
content to these rules in the area with which we are concerned. More- 
over, the argument is particularly ill-founded coming from Kong. We 
think it is reasonable to expect a securities salesman to understand that 
it is improper to engage in his own securities business on the side, as 
Kong did here. In the circumstances, there is no need for us to deal 
with his broadside attack on Sections 1 and 18.° 

Kong further argues that since he concededly made disclosure to 
Bills, there is no basis for finding nondisclosure to the member or 
concealment as found by the NASD. He also points to the NASD’s 
finding that the Bubble Up situation was openly discussed by the sales- 
man in the member’s Los Angeles office, asserting that this was incon- 
sistent with any concealment. Kong relies on the established principle 
of agency that a principal (here the member) is charged with the 
knowledge of his agent (Bills). He fails to note, however, that this 
principle does not apply where one giving notice to an agent has notice 
that the agent has an interest adverse to the principal.’° More to the 
point, this case does not concern the possible liability of the member 
to a third person or some other question of agency law. It involves 
ethical conduct as between employer and employee. In that context, 
Kong’s argument is seen to be without merit, since he knew that Bills 
was himself deeply involved in the improper activity.” 


® We recently rejected an attack on Section 1 based on its asserted vagueness. Benjamin 
Werner, 44 §.E.C. 622 (1971). 

10 Restatement, Agency 2d §§ 268, 271. 

11 Bills testified that Kong did not advise him of purchases by Kong’s customers, but 
that he became aware of such purchases after the fact. 
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Finally, Kong contends that the bar from registration imposed on 
him by the NASD is unduly harsh and arbitrary and constitutes an 
abuse of discretion. He points out that although he had completed his 
formal 6-months training in March 1969, he was still part of the 
member’s 18-month training program at the time of the alleged in- 
fractions. He asserts that he acted under the direct supervision and 
followed the example of Bills and that he acted in good faith and en- 
gaged in no fraud or deception. We concur with the NASD’s concern 
about the seriousness of the kind of misconduct in which Kong en- 
gaged. Yet we deem it only fair to recognize that the pervasiveness 
of the misconduct in Kong’s office, led by his manager, may have mis- 
led a man of his limited experience in the securities business. And it 
appears that the Board of Governors was moved to increase the sanc- 
tion over that imposed by the District Committee—a 1-year suspen- 
sion of Kong’s registration, as well as the $1,000 fine and censure which 
the Board did not change—by its view that it was fraudulent for 
Kong and other respondents not to disclose to customers to whom they 
sold Bubble Up stock the almost simultaneous receipt of free stock. 
Respondents were not charged with nondisclosure to customers, how- 
ever, And the record indicates that Kong did not receive his free stock 
until after he had completed his sales. Considering all these factors, 
we find it appropriate in the public interest to reduce the sanction to 


that imposed by the District Committee. 


KozEn 


The NASD found that Kozen effected or directed transactions total- 
ing 34,000 shares for 26 customers at $2.50 per share, thereafter pur- 
chased 1,000 shares for his own account at $.10 per share and directed 
2,000 free shares to relatives, and that he made disclosure to Bills. 
Kozen does not dispute these findings except for the 10,000-share 
transaction which, as described below, he characterizes as a gift rather 
than a purchase. The record pertaining to him—consisting principally 
of his own testimony—shows that Bills advised him, after a second 
visit to Bubble Up, that he had changed his earlier view and would 
invest $25,000 in the company. Subsequently Bills told him that the 
member’s regional compliance director, as well as some of Bills’ 
friends, had bought Bubble Up stock. At the urging of W., and after 
having read in the press about the prospective merger, Kozen agreed 
to visit Bubble Up with W. There he was deceived by Bubble Up’s 
attorney about the reasons why stock was available and the legality of 
its sale. After analyzing available financial information, he recom- 
mended the stock to clients, but cautioned that it was a high risk 
investment and advised each of them not to buy more than 1,000 
shares. Subsequently, when the merger was repeatedly delayed, he 
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made persistent inquiries, including a visit to the valifornia regu- 
latory agency, and later retained counsel to recover the amounts in- 
vested by his customers. Kozen testified that he had no arrangement 
for compensation. 

With respect to the 10,000 shares, Kozen testified that following 
his customers’ purchases, W. told him that Bubble Up would like 
to give him a gift of shares left over from the “private placement” ; 
that he objected, but when told the stock had already been allocated 
to him asked that it be issued to his wife and daughter; that subse- 
quently, in order to set up a tax basis, he paid $1,000 to Bubble Up; 
and that, after he realized that he had been defrauded, he returned 
the shares. As to the 2,000 shares, which were given to his parents and 
his wife’s parents, Kozen testified he did not know whether they came 
from W. or directly from Bubble Up. 

Kozen has advanced various substantive and procedural arguments. 
We have already dealt with his arguments that his activities did not 
violate the NASD’s Rules. Other arguments—i.e., that he did not 
willfully violate any Federal or State law—are beside the point. Ie 
was not charged with any such violation. And while the Board. in 
its opinion, alluded to apparent noncompliance by Kozen and others 
with the Securities Act’s registration requirements, it does not appear 
that. its action against him rested on that basis. 

Kozen points out that he disclosed his Bubble Up transactions to 
Bills and asserts that this constituted disclosure to the firm. He further 
asserts that Bills in turn informed the compliance director of the 
Bubble Up activities and that the latter in turn informed the com- 
pliance partner. Kozen also urges that the fact that after he dis- 
covered fraud he consulted an attorney who represented the member 
in certain matters is inconsistent with any attempt to conceal his ac- 
tivities. We have already addressed ourselves to the effect of disclosure 
to Bills under the circumstances presented here.** And while Kozen 
testified that Bills had advised him that the compliance director had 


12Kozen asserts that while a section of the member’s Policy and Procedures Manual 
states that under a New York Stock Exchange interpretation, investments by registered 
employees in corporations whose stock is not publicly traded are considered engagement 
in another business and as such require prior Exchange approval, this section was not in 
the Manual during his training and he was not made aware of it thereafter. The Exchange 
Rule in question, Rule 346, also requires a registered representative to devote his entire 
time during business hours to the member’s business. While the NASD cannot enforce 
Exchange rules as such, the concept of faithfulness and loyalty to the employer which 
underlies this rule is, as noted above, implicit in the standard of just and equitable princi- 
ples of trade. Kozen’s further assertion that the NASD, in the absence of a rule of its own 
specifically prohibiting the acceptance of gifts, based its findings on that aspect of the 
ease on an Exchange rule is also without merit. 

13 As noted, the NASD found that Kozen made disclosure of his Bubble Up transactions 
to Bills. The record indicates, however, that Bills did not learn at least the specifics of 
those transactions until after they had been effected. 
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himself purchased Bubble Up ‘stock and had spoken to the partner 
regarding the company, he had no basis for believing that the com- 
pliance director or the partner were fully advised regarding Kozen’s 
activities. The record indicates that while the partner was advised of 
the compliance director’s purchase, neither was apprised of the sales- 
men’s activities. 

Kozen claims that he was denied due process because (1) a partner 
of the member, who was charged with failure of supervision, was co- 
chairman of the District Committee at the time of the hearings and a 
member of the Board of Governors when it reviewed the records of 
the hearings and rendered its decision, and (2) the Board of Gover- 
nors denied Kozen’s request that witnesses be sworn. On the first 
point, Kozen asserts that, through the partner, the member influenced 
the NASD to make him the scapegoat of the Bubble Up affair. And he 
usks us to order a hearing to enable him to examine the partner, each 
member of the Board of Governors and other members and employees 
of the NASD who participated in its decision to determine what 
pressures were placed on the agency to ban him from the industry. 
Kozen purports to find support for his claim in the fact that the 
NASD publicly announced the sanction imposed on him, but failed 
to make such announcement of the sanctions imposed on the member, 
the partner in question and another partner. However, the partner 
disqualified himself from participation at the District Committee 
level.1* And the NASD points out that he did not assume his role as 
a member of the Board until after the meeting at which it decided the 
case. The non-announcement of sanctions against the member and the 
* partners, who were censured and fined, reflected the NASD’s policy to 
give public notice only of suspensions, expulsions, bars and revoca- 
tions.?* Thus Kozen’s allegation of improper influence is unsupported. 
We find no warrant for ordering a hearing to explore it. 

We also reject Kozen’s contention that the NASD deprived him of 
due process by failing to put witnesses under oath. While he asserts 
that the record is replete with conflicts of testimony, all resolved 
against him, he does not specify any such instances. The record per- 
taining to him, on which the NASD made its findings and we make 
ours, consists mostly of his own testimony. He has failed to show that 
he was prejudiced by the manner in which evidence was presented.2® 

Finally, Kozen urges that the penalty imposed by the NASD is 
excessive and oppressive. He asserts that he acted in good faith and 
that there is no basis in the record for finding that his employment in 


144 The NASD also states that he was not co-chairman at that time. 
1% NASD Manual, 72301. 


18 See Gateway Stock and Bond, Inc., 43 S.E.C., 191, 195-6 (1966). 
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the securities business would represent a hazard to the investing pub- 
lic. He points to statements by his superiors and others attesting to his 
good character and diligence and states that he has been unable to ob- 
tain employment since November 1971 because of these proceedings. 
Giving due consideration to these factors, as well as to certain other 
factors noted in our discussion regarding Kong, we conclude that the 
bar from registration imposed on Kozen is excessive and that the pub- 
lic interest will be adequately served by a one-year suspension. 


O’CONNOR 

O’Connor does not dispute the finding of the NASD that he received 
500 free shares of Bubble Up stock and failed to make disclosure to 
the member. He urges, however, that the sanction imposed on him by 
the Board of Governors—a 15-day suspension, a $1,000 fine and cen- 
sure—is excessive and oppressive and should be set aside or at least 
reduced to the censure imposed by the District Committee. He also 
asserts that he was not given adequate notice of the hearings before 
the Board. 

We turn first to the procedural argument. Following the decision of 
the District Committee, certain respondents applied for review by the 
Board. The Board, on its own motion, called the matter for review as 
to the other respondents, By letter addressed to the member, attention 
of a partner, copies of which were sent to all respondents, the NASD 
advised that the case had been called before the Board for further 
proceedings for the purpose of considering the findings made and 
penalties imposed by the District Committee. Prompt notice was re- 
quested as to whether a hearing was desired. The letter concluded by 
stating that it served as notice to all respondents. A subsequent letter, 
addressed in the same way with essentially the same concluding sen- 
tence and also sent to all respondents, advised of the time and place of 
a hearing before a subcommittee of the Board and stated that “your 
presence is required at that hearing.” O’Connor did not appear. 

The record shows that O’Connor received these letters. He asserts, 
however, that he was not given appropriate notice of the hearing or 
the fact that the sanction could be increased as a result of the hearing, 
as required by the NASD’s Code of Procedure for Handling Trade 
Practice Complaints. He claims that the second letter was susceptible 
of the interpretation that only the presence of the member and the 
named partner was required. In our opinion, O’Connor was given ap- 
propriate notice that further proceedings as to him would be held be- 
fore the Board and that he should be present. At worst, the communi- 
cations were somewhat ambiguous. But O’Connor should have realized 
that they were sent to him for a purpose. Instead of ignoring them, he 
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should have made an inquiry if he was in doubt as to the nature of the 
proceedings to take place. 

We also find no basis for holding that the increased penalty is exces- 
sive or oppressive. O’Connor testified at the hearings before the District 
Committee that Bills told him that he (Bills) was “in a deal” and 
could give him some free stock because O’Connor was a friend, and that 
a few weeks later he received the 500 shares. Although he acknowledged 
that he thought the matter “a little fishy” he did not report the receipt 
of the shares to his direct supervisor or to anyone else associated with 
the member. O’Connor points to a discussion in the Board’s opinion as 
tc the seriousness with which it regarded the receipt of free stock by 
respondents who failed to disclose such receipt to customers to whom 
they sold stock and that “the severest of sanctions” was required for 
those respondents who violated their fiduciary obligation to customers 
by not telling them that they held free stock. O’Connor points out that 
he did not sell Bubble Up stock and that there is no basis for believing 
that he had knowledge of any sales. He contends that the Board erro- 
neously swept him into a group of respondents of which he was not a 
part and increased his penalty on the basis of the characterization 
described above. He asserts that at most he made a technical and 
isolated mistake involving no fraud or dishonesty with respect to the 
public, and that his record in the securities business was previously 
unblemished. 

We think the Board was fully capable of distinguishing between 
respondents, such as O’Connor, who had no dealings with the public 
in Bubble Up stock and those who did. We do not read its decision 
. as overlooking that distinction. Indeed, we cannot believe that it would 
characterize the sanctions it imposed on O’Connor and others who 
also had no public dealings as “the severest of sanctions.” We have con- 
sidered the mitigating factors advanced by O’Connor. They do not in 
our view warrant modification of the NASD’s action. 


AMATO 


The NASD found that Amato, without disclosure to the member, 
effected or directed the sale of 10,000 shares of Bubble Up stock for one 
customer and purchased 10,000 for his own account, in each case at 
$2.50 per share. The Board increased the penalty imposed by the Dis- 
trict Committee—censure and a $1,000 fine—by adding a 6-month sus- 
pension of Amato’s registration. Amato testified at the hearings before 
a subcommittee of the Board that his customer became aware of his 
investment in Bubble Up and that, at her urging, he introduced her to 
another salesman who in turn arranged for her to invest in the com- 
pany. Amato advised the subcommittee that the customer was prepared 
to submit a letter confirming his account of the circumstances leading 
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to her investment. He was asked to submit such a letter, but failed to do 
so. 

In support of Amato’s appeal the member’s counsel submitted a 
statement in behalf of Amato, who had not been represented by counsel 
at the NASD hearings. This statement was based on discussions with 
Amato and the customer and was verified by them. According to the 
statement, the customer first learned of the opportunity to invest in 
Bubble Up from persons other than Amato and Amato only learned 
of her investment after the fact. While conceding that Amato should 
have disclosed his own investment to the member, the statement urged 
that since he was not involved in the distribution of Bubble Up stock 
to the public and had already been suspended for 3 weeks by the mem- 
ber, censure would be an adequate sanction. In its reply brief before 
us, the NASD stated that, based on the substantial new evidence sub- 
mitted by Amato, it did not object to an appropriate reduction in the 
sanction. Under the circumstances, we think it appropriate in the pub- 
lic interest to reduce the sanction to censure.’7 


III. 


On the basis of the above findings, IT IS ORDERED that the ap- 
plications filed by John G. Bills and William J. O’Connor for review of 
disciplinary action taken by the National Association of Securities 
Dealers, Inc., be, and they hereby are, dismissed. 

IT IS FURTHER ORDERED that the penalties imposed by the 
Association upon Anthony J. Amato, Raymond Kong and I. James 
Kozen be, and they hereby are, reduced to the following penalties: 
Amato, censure; Kong censure, a $1,000 fine and a suspension of reg- 
istration for one year; and Kozen, censure, a $1,000 fine and a suspen- 
sion of registration for one year. 

By the Commission (Senior Commissioner OwEns and Commission- 
ers Hertone, Loomis and Evans). 


17That was the sanction imposed by the NASD on another respondent who bought 
Bubble Up shares for his own account. 





IN THE MATTER OF 
FEDERATED PURCHASER, INC. 
File No. 1-4310. Promulgated June 29, 1973 
Securities Exchange Act of 1934 


STRIKING OF SECURITY FROM LISTING AND REGISTRATION 


Financial Condition and Operating Results 
Insufficient Aggregate Market Value of Publicly-held Shares 


Where common stock failed to meet guidelines of exchange for continued list- 
ing in that issuer, which had net tangible assets of less than $3 million, had 
sustained net losses in three of its four most recent fiscal years and aggregate 
market value of publicly-held shares was less than $750,000, and record did not 
support issuer’s assertions that the Exchange had failed to provide it with an 
adequate opportunity to present information regarding proposed combinations 
which were in preliminary stages of negotiation and had failed to consider 
matters presented by issuer and addressed to its discretion, issuer’s request for 
hearing, denied and application to delist the security, granted. 


APPEARANCES: 


Joseph A. DeRose, vice-president, for American Stock Exchange. 
John B. M. Frohling, and Louis F. Sennick, president, for Federated 
Purchaser, Inc. 
FINDINGS, OPINION AND ORDER 


The American Stock Exchange filed an application to strike the 
10¢ par value common stock of Federated Purchaser, Inc. (“Federated” 
or “the company”) from listing and registration on the Exchange.’ 
Trading in the securities has been suspended by the Exchange since 
July 15, 1969.2 Federated requested a hearing with respect to the ap- 
plication. The Exchange, in response, asks that we grant the applica- 
tion forthwith. 


1The application was filed pursuant to Section 12(d) of the Exchange Act and Rule 
12d2—2(c) thereunder which provide in pertinent part that, upon application by a national 
securities exchange, a security registered with such exchange may be stricken from listing 
and registration in accordance with the rules of the exchange and upon such terms as 
we may deem necessary to impose for the protection of investors. The Rule further provides 
that we may order a hearing for the purpose of determining whether the application has 
been made in accordance with the rules of the Exchange or what terms we should impose 
for the protection of investors. 

2That action was taken when the Exchange learned that independent accountants who 
had certified Federated’s financial statements for the fiscal year ended October 31, 1968 
were withdrawing their certificate. 


45 S.E.C.—34——10254 
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The application is based on the Exchange’s policies to consider de- 
listing a security (1) where the issuer’s financial condition and/or 
operating results appear unsatisfactory and do not warrant continued 
listing or (2) when it appears that the aggregate market value of the 
security has become so reduced as to make further dealings therein on 
the Exchange inadvisable, and on certain guidelines adopted to assist 
in the application of these policies. The guidelines cited in the applica- 
tion—which at the time it was filed in June 1972 had been superseded 
by more stringent guidelines—provided, as pertinent here, that delist- 
ing would normally be considered when an issuer which has net 
tangible assets of less than $3 million has sustained losses in three of 
its four most recent fiscal years,’ or when the aggregate market value 
of shares publicly held was less than $750,000.* The application states 
that as of October 1, 1971, Federated had net tangible assets of $719,359 
and has sustained net losses in each of the four preceding fiscal years. 
Such losses, beginning with the 1968 fiscal year, amounted to $216,887, 
$444,861, $434,728 and $93,514, respectively.® The application further 
states that the aggregate market value of Federated’s publicly-held 
shares is only about $513,000. 

Federated does not dispute the above figures. It urges, however, that 
we should order a hearing because (1) at the hearing held by the Ex- 
change’s Committee on Securities following which the Committee rec- 
ommended to the Board of Governors that a delisting application be 
filed, the company was assertedly denied the opportunity to make an 
adequate presentation of pertinent information concerning possible 
combinations with other companies, and (2) the Committee’s recom- 
medation and the Board’s decision, as reflected in the application, as- 
sertedly disregarded information presented by the company and were 
based on a rigid application of standards which are intended only as 
guidelines, The Exchange denies these assertions. 

As we pointed out in our recent decision in Ecological Science Cor- 
poration,’ the statutory scheme for delisting of securities created by 
Section 12(d) of the Exchange Act requires us to grant an exchange’s 
delisting application where the exchange has complied with its rules. 
In the substantive context, where the issuer in fact fails to meet the 
Exchange’s numerical guidelines on which the application is based, 
compliance with the Exchange’s rules is established. And we cannot 


3 Effective April 20, 1972, the net tangible asset figure was revised to $4 million. A 
new guideline covers the situation where a company has sustained net losses in its five 
raost recent years without regard to its net asset position. 

4This guideline now requires at least $1 million aggregate market value for publicly- 
held shares. 

5 Annual reports filed with us by the company reflect a net loss of more than $558,000 
in 1967 and a net loss of $39,009 in 1972. 

® Ecological Science Corporation, 45 S.B.C. 259 (1973). 
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substitute our discretion for that exercised by the Exchange in deter- 
mining to proceed with a delisting application. In addition to acting 
within the confines of its substantive rules, however, the Exchange 
must also comply with its procedural rules. 

Given that context, we turn now to consideration of Federated’s 
argument that it was not accorded a proper hearing by the Exchange. 
In April 1972, prior to the hearing held here, the Exchange adopted 
a set of rules governing the procedure to be followed in delisting pro- 
ceedings.’ The rules specify that an issuer which has been notified that 
delisting of its securities is under consideration may request a hearing 
before an Exchange committee. At the hearing it may make such pre- 
sentation as it deems appropriate, in a form and manner determined 
by it, subject to such reasonable procedures as the committee may 
prescribe to assure the orderly conduct of the hearing. The rules also 
provide for the submission of written material by the issuer. 

No transcript was made of the hearing, conducted in this case. How- 
ever, we are satisfied on the record before us—consisting of the docu- 
ments filed with us by Federated and the Exchange and certain mater- 
ial the company submitted to the Exchange—that the Exchange com- 
plied with its rules. It appears that in March 1972 the Exchange noti- 
fied Federated that it was subject to consideration for delisting. 
Thereafter, the company submitted a letter to the Exchange in which 
it presented a detailed account of its recent history, present status and 
future prospects. The letter asserted that the company, under new 
management, had “turned the corner.” It referred to improved pros- 
pects for the existing business and to the possibility of expanded sales 
. and earnings by combination with another company. According to 
the letter, several companies had indicated an interest in acquiring 
Federated, but discussions with them were in the preliminary stage. 
In addition, it was stated, the company had discussed merger possibil- 
ities with several smaller companies. 

At the hearing before the Committee on Securities, which was at- 
tended by Federated’s president and its counsel, the company made an 
oral presentation and also presented past and projected financial data 
in written form. 

This much is undisputed. Federated further asserts, however, that 
the Committee arbitrarily refused to hear and consider information 
concerning potential combinations with other companies which it was 
prepared to present. Its assertions in this respect may be summarized 


7 Presumably, such action by the Exchange was in response to critical comments con- 
cerning the absence of written rules expressed by the ‘Court in Intercontinental Industries, 
Inc. v. American Stock Exchange, 452 F. 2d 935 (C.A. 5, 1971), cert. den. 409 U.S. 842 
(1972). The Court there held that the company involved had in fact been given a hearing 
comporting with the requirements of due process. 
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as follows: The Exchange’s staff had advised Federated that at the 
hearing it would be afforded as much time as it reasonably needed. 
Federated had agreed with the staff that because of the changing nature 
of the negotiations with other companies, information concerning 
them would be presented orally. After the president had discussed the 
company’s financial history and present status and had made a general 
statement that different merger possibilities had been explored, the 
chairman of the hearing indicated he had other hearings to attend and 
asked for a closing statement. The hearing lasted only about 30 min- 
utes. Thus, Federated was prevented from describing the businesses, 
sales, or profits of the other companies, the status of the negotiations, 
or the effect which the combinations would have on Federated. 

Federated further stated that at the time of the hearing it was in 
various stages of negotiation with five unnamed companies. It has 
furnished us with certain information about these companies and about 
the status of its negotiations with them, Federated asserted that con- 
summation of any one or two of the proposed combinations would 
achieve immediate compliance with the Exchange’s former delisting 
standards and that it intended to consummate at least one of them by 
October 31, 1972, the end of its fiscal year. As of the date of the submis- 
sion to us—August 24, 1972—it does not appear that “final” negotia- 
tions had commenced with any of the five combination candidates.® 

In its response, the Exchange asserted that although Federated had 
ample opportunity to do so, it did not at the hearing indicate that it 
had reached an understanding with any company that would enable 
it to meet continued listing standards.° 

We conclude on the basis of the above facts and assertions that 
Federated was afforded a hearing in compliance with the Exchange’s 
rules and the dictates of due process, and that there is no need for us 
to order a hearing on that question. It is true that the rule pertaining 
to hearings does not in terms specify limits on the issuer’s presentation. 
But common sense indicates that the Exchange must have the power 
to exclude the presentation of irrelevant or only remotely relevant 
matters. Here the company had the opportunity to present pertinent 
facts both orally and in writing. By its own admission, the combina- 
tions with other companies were never presented to the Exchange as 
anything but “possibilities.” While it might have been preferable for 


§To date, Federated has submitted nothing to indicate that further progress has been 
made toward achieving a combination with another company. 

®The Exchange further stated that based on its review of the information submitted to 
us by Federated and the absence of definitive information indicating that compliance 
with current delisting standards was imminent, it did not deem withdrawal or deferral 
of the application warranted. 
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the committee to hear the company out, we cannot fault it for de- 
clining to consider these conjectural and at best long-range matters.”° 

Federated’s other argument—that the Exchange failed to take into 
account information which was presented by the company and instead 
applied the numerical guidelines as hard and fast rules—is in our view 
without substance. The application recites that in the opinion of the 
Committee on Securities the information submitted by the company 
prior to and at the hearing did not warrant continued listing and that 
the Board of Governors concurred in the Committee’s recommendation. 
The Exchange’s reply to Federated’s request for a hearing states that 
the Committee and the Board considered the information submitted 
by the company. In the face of these statements, we would not be 
warranted in probing the mental processes of the Exchange officials 
to determine whether they did in fact consider information presented 
to them addressed to their discretion.’ It appears to us that Feder- 
ated’s real complaint is that the Exchange did not exercise such 
discretion in favor of the company. 

Accordingly, IT IS ORDERED that the application of the Ameri- 
can Stock Exchange to strike the common stock of Federated Pur- 
chaser, Inc. from listing and registration on the Exchange be, and it 
hereby is, granted. 

By the Commission (Senior Commissioner OwEns and Commis- 
sioners Hertone, Loomis and Evans). 


10 Cf. Langley Corporation, 45 S.E.C. 85 (1972) ; Magic Marker Corporation, 43 S.E.C. 
500 (1967) ; Fotochrome, Inc., 43 S.E.C. 151 (1966). 

1.0/7. United States v. Morgan, 313 U.S. 409, 422 (1941) ; San Francisco Mining Ez- 
change v. 8.Z.C., 378 F. 2d 162, 168 (C.A. 9. 1987) 





IN THE MATTER OF 


THE APPLICATION OF 
L. C. FISHER COMPANY, INC. 


L. C. FISHER 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3970. Promulgated June 29, 1978 
Securities Exchange Act of 1984 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 


In proceedings for review of action of registered securities association ex- 
pelling firm from membership and barring president from association with any 
member in a principal or supervisory capacity, association’s findings that member 
failed to comply with net capital and record-keeping requirements, to maintain 
written supervisory procedures and to send confirmations to mutual funds under- 
writers, sustained, and review proceedings dismissed. 


Duplicative Findings of Violations Based on Failure to Prepare and Preserve 
Same Records 


Where registered securities association found member firm in violation of 
record-keeping requirements on basis of failure to prepare certain books and 
records, additional findings of violation based on failure to preserve same books 
and records set aside. 


Failure to Send Confirmations to Broker-Dealers 


Finding by registered securities association that member violated association’s 
Rule of Fair Practice embodying general ethical standard by failing to send 
confirmations to broker-dealer mutual fund underwriters as required by associa- 
tion’s Uniform Practice Code sustained, but additional findings that such failure 
also violated Rules requiring that confirmations be sent to customers and that 
copies of such confirmations be made and preserved set aside, since term “cus- 
tomer” as defined in Rules excludes broker-dealers. 


APPEARANCES: 


Murray W. Beasley, for applicants. 
Lloyd J. Derrickson and Dennis C. Hensley, for the National As- 
sociation of Securities Dealers, Inc. 


45 S.E.C.—34——10259 
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FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act by L. C. Fisher Company, Inc., a member of the Na- 
tional Association of Securities Dealers, Inc. (“NASD”), and L. C. 
Fisher, its president, for review of disciplinary action taken against 
them by the Association. The NASD expelled the firm from member- 
ship, barred Fisher from association with any other member in a 
principal or supervisory capacity, censured applicants, and assessed 
costs against the firm. 

The NASD found that the member and Fisher violated Sections 1, 
12, 21 and 27 of Article III of the NASD’s Rules of Fair Practice in 
that (a) as of 20 month-end dates from November 1968 through April 
1971, the firm conducted business with net capital deficiencies; (b) dur- 
ing the period March 1967 to May 1971, the firm failed to prepare and 
preserve records of monthly computations of aggregate indebtedness 
and net capital, and to make, keep current and preserve various other 
books and records; (c) the firm failed to establish and maintain writ- 
ten supervisory procedures; and (d) from March 1967 through April 
1971, the firm, in contravention of Section 9 of the NASD’s Uniform 
Practice Code, failed to prepare and send confirmations to the spon- 
sor broker-dealers of certain mutual funds in connection with trans- 
actions in the share of such funds.? 

No factual issue as to applicants’ misconduct is presented by the 
record before us and, with two relatively minor exceptions discussed 
below, we affirm the NASD’s findings of violations by applicants. 

We do not consider, as the NASD found, that the failure to preserve 
. a particular record, as required by our Rule 17a-4 under the Securities 
Exchange Act, constitutes a separate and additional infraction once a 
violation has been found based on the failure to prepare the same 
record, as required by Rule 17a-3. Accordingly, we set aside such dupli- 
cative findings of violation against applicants. In addition, while we 
agree that applicants’ failure to send confirmations to certain broker- 
dealer mutual fund underwriters violated Section 9 of the NASD’s 
Uniform Practice Code, which requires that each party to a trans- 
action send a confirmation, and thereby Article III, Section 1 of the 
NASD’s Rules,’ we set aside the NASD’s findings that such failure 

1 Although, as the NASD points out, applicants did not comply with certain procedural 
requirements of our rules in seeking review of the Assoication’s action, we have neverthe- 
less determined to consider their petition on the merits. 

2 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade; Section 12, that customers be sent written 
confirmations of their transactions; Section 21, that books and records be kept in com- 
pliance with applicable requirements ; and Section 27, that written supervisory procedures 
be maintained. Section 9 of the Uniform Practice Code requires each party to a transaction 
to send a confirmation. 


3See J. B. Howard, 41 S.E.C. 960, 962 (1964) ; Wesco and Company, 43 S.E.C. 8, 11 
(1966). 
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also constituted a violation of Sections 12 and 21 of its Rules. Section 
12 requires that customers be sent confirmations of their transactions, 
and Section 21 in effect requires that copies of customer confirmations 
be made and preserved. However, Article II, Section 1(f) of the 
NASD’s Rules provides that the term “customer” as used in those 
Rules does not include a broker or dealer, unless the context otherwise 
requires.* 

We further conclude that the sanctions imposed by the NASD are 
not excessive or oppressive, with due regard to the public interest, in 
view of applicants’ history of inability or unwillingness to comply 
with all applicable requirements. In addition to the violations we have 
affirmed here, the firm was fined $200 and censured by the NASD in 
1961 for failure to comply with the provisions of Regulation T and 
to preserve copies of advertisements used in its business. In addition, 
routine NASD examinations of the firm in 1963, 1965 and January 
1967 each resulted in warning letters being sent citing various record- 
keeping deficiencies. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Hertone, Loomis and Evans). 


4Rule 15c1-1(a) under the Exchange Act similarly defines customer as not including a 
broker or dealer for purposes of our confirmation Rule 15c1—4 





IN THE MATTER OF 
THE APPLICATIONS OF 
SAFECO SECURITIES, INC. 

KIRBY L. CRAMER 

WALLACE E, OPDYCKE 

NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 83-3523. Promulgated June 29, 1978 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Free-Riding and Withholding Interpretation 
Supervision of Officer’s Outside Activities 


Where officer of member of registered securities association engaged for own 
profit through other members in purchases of ‘hot issue” securities from broker- 
dealer distribution participants and sales of such securities above offering price 
in aftermarket, association’s finding that officer failed to comply with its free- 
riding interpretation then in effect, in violation of association’s rules of fair prac- 
tice, sustained, but finding that member failed to exercise proper supervision 
over such outside activities of officer set aside. 

Where person became registered with member as principal at request of mem- 
ber’s parent because of possibility, which did not materialize, that he might 
become associated with member in that capacity, held, registered securities asso- 
ciation had no jurisdiction over his participation in purchase and sale of “hot 
issue” securities, and association’s finding that he violated its rules of fair prac- 
tice set aside. 


APPEARANCES: 


Bruce Maines and Fred Bruhn, for Safeco Securities, Inc. 

Kenneth L. Schubert, Jr. and Michael D. Garvey, of Hougher, Gar- 
vey, Schubert & Barnes, for Kirby L. Cramer and Wallace E. 
Opdycke. 

Lloyd J. Derrickson, Frank J. Wilson and Andrew MchR. Barnes, 
for the National Association of Securities Dealers, Inc. 


45 S.E.C.—34——10257 
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FINDINGS, OPINION AND ORDER 


These are applications pursuant to Section 15A (g) of the Securities 
Exchange Act of 1934 by Safeco Securities, Inc. (“Safeco”), a mem- 
ber of the National Association of Securities Dealers, Inc. (“NASD”), 
and Kirby L. Cramer and Wallace E. Opdycke, who were registered 
as principals of Safeco, for review of disciplinary action taken against 
them by the NASD." 

The NASD found that from September 1968 to May 1969, Cramer 
and Opdycke violated Section 1 of Article III of the NASD’s Rules 
of Fair Practice in that they failed to comply with its “Free-Riding 
and Withholding” Interpretation (“Interpretation”), then in effect, 
issued under that section.2 The NASD further found that Safeco 
violated Sections 1 and 27 of Article III in that it failed to exercise 
proper supervision with a view to preventing such violations.’ The 
NASD censured applicants, suspended the registrations of Cramer 
and Opdycke for 10 days, and fined Cramer and Opdycke $20,000 each 
and Safeco $5,000. 


FREE-RIDING VIOLATIONS 


Cramer was vice-president and a director of Safeco, which was the 
principal underwriter of and an investment adviser to two mutual 
funds, and he performed the member’s investment advisory function. 


Opdycke was employed by the member’s parent, Safeco Corporation, 
which was not a member of the NASD, to manage the bond portfolios 
of various insurance companies. In June 1968, Cramer and Opdycke, 
with other persons, organized Seadyne Corporation as a private in- 
vestment club unrelated to Safeco, to investigate business ventures for 
investment. Thereafter, Seadyne opened accounts with about 33 
broker-dealers for the purpose of trading in the market to provide 
capital for future venture investments. During the relevant period, 
eight of those firms, which were named as respondents by the NASD, 
as distribution participants allocated portions of 27 so-called “hot 
issues,” for a total price of $134,312, to the Seadyne accounts which 


1 Briefs were filed with us by applicants and the NASD, and we heard oral argument. 
Our findings are based upon a review of the record certified by the NASD. 

4Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Under the NASD’s Free-Riding and Withhold- 
ing Interpretation in effect during the relevant period and Section 5 of Article I of the 
NASD’s Rules, associated persons as well as members had “an obligation to make a bona 
fide public offering, at the public offering price, of securities acquired by a particpation in 
any distribution, whether acquired as an underwriter, a selling group member, or from a 
member participating in the distribution as an underwriter or selling group member.” 

%Section 27 requires that a member shall supervise properly the activities of each 
associated person to assure compliance with the NASD’s Rules and statements of policy. 
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sold the securities within three weeks after completion of the offerings 
for a profit of $43,045.* 

We find, as did the NASD, that Cramer’s purchases and sales of 
“hot issues” through the Seadyne accounts failed to comply with the 
Interpretation and that his conduct violated Section 1 of Article III 
of the NASD’s Rules and was inconsistent with just and equitable 
principles of trade. We do not agree with the NASD’s similar finding 
as to Opdycke. Although he was registered as a principal of Safeco, the 
record shows that he was not associated with Safeco but with its non- 
member parent and accordingly was not subject to the NASD’s juris- 
diction. He had applied for such registration at the parent’s request 
because of the possibility, which did not materialize, that he might 
become associated with Safeco. The failure to withdraw registration 
cannot confer jurisdiction upon the NASD over a person who was 
not associated with a member. Accordingly, our order will set aside 
the sanctions imposed upon Opdycke by the NASD. Cramer, on the 
other hand, was clearly an associated person of Safeco notwithstand- 
ing his assertion that he was only a nominal officer exempt from reg- 
istration as a principal * and never engaged in the management of the 
member’s investment banking or securities business which would place 
him in the category of a “principal” as defined by the NASD.’ 

Cramer as well as Safeco contended that the Interpretation did not 
apply to purchasers, and Cramer asserted that he was so advised by 
the District Committee Secretary during the latter’s investigation of 
applicants in June 1969, after the “hot issue” transactions in question 
had been effected. As previously noted, however, the Interpretation 
expressly imposed an obligation upon associated persons to make a 


4The NASD found that the eight member firms did not comply with the Interpretation in 
connection with the above transactions in the Seadyne accounts. They were censured and 
fined and did not seek review. 

5 Section 5(a) of Article I of the NASD’s Rules of Fair Practice provides that the Rules 
“shall apply to all members and persons associated with a member,” and that “persons 
associated with a member shall have the same duties and obligations as a member.” Section 
8(f) of Article I of the NASD’s By-Laws defines the term “person associated with a 
member” as “every ... officer, director, or branch manager of any member, or any natural 
person occupying a similar status or performing similar functions, or any natural person 
engaged in the investment banking or securities business who is directly controlling or 
controlled by such member, whether or not any such person is registered” with the NASD. 

*Schedule C-III(2) under Section 2(d) of Article 1 of the NASD’s By-Laws exempts 
from registration associated persons “whose functions are related solely and exclusively 
to the member's need for nominal corporate officers.” 

7 Schedule C-I(1)(a) under Section 2(d) of Article I of the NASD’s By-Laws provides 
that associated persons, including officers, ‘“‘who are actively engaged in the management of 
the member’s investment banking or securities business,” are designated as principals and 
must be registered. Section 3(c) of Article I of the By-Laws defines “investment banking 
or securities business’ as underwriting, purchasing and selling securities. 
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bona fide public offering, at the public offering price, of securities 
acquired by a participation in any distribution. Cramer, who with a 
view to distribution obtained the “hot issue” securities for the Sea- 
dyne accounts from broker-dealers participating in the distributions, 
was himself a participant in the distributions,’ and, by engaging in 
the sale of those securities at a price higher than the offering price, 
clearly breached that obligation.? The contrary view expressed by the 
Secretary, after the transactions in question had been effected, did not 
estop the NASD from instituting the proceedings and holding the In- 
terpretation to be applicable and did not prejudice Cramer.?° 

Cramer is not aided by the language in the first cause of complaint 
that he “engaged in a course of conduct designed to facilitate the 
purchase” of hot issues “with knowledge” that the Seadyne accounts 
were within the purview of the Interpretation (emphasis supplied), 
nor by the lie detector tests administered by polygraphists employed 
by him in which he answered in the negative a question whether he 
“knowingly” violated any of the NASD rules. Whatever the merits 
of lie detector tests,‘ Cramer could have known that the accounts 
were within the purview of the Interpretation without necessarily 
being aware that he was violating the Rules. In any event, in determin- 
ing whether Cramer failed to comply with the Interpretation, it is 
immaterial, except in determining the nature of the sanction to be 
imposed in the public interest, whether he was aware that the In- 


8 See Jaffee € Company, 44 S.E.C. 285, 287-8 (1970), rev’d in part on other grounds, 
Jaffee & Co. v. S.H.C., 446 F. 2d 387 ('C.A. 2, 1971). 

° Of. Leonard H. Zigman, 40 S.B.C. 954 (1962). 

10 Cramer and Safeco further asserted that the NASD in effect charged them with re- 
sponsibility under the Interpretation as subsequently amended (November 1, 1970) to cover 
violations by a ‘recipient,’ and therefore improperly applied the amendment to them 
retroactively. That amendment provided, among other things, that where a person associ- 
ated with a member “has been the recipient of shares of a public offering to the extent 
that such violates the Interpretation,’’ such person shall be deemed to be in violation as 
well as the member who sold the shares. It should be noted, however, that under the 
amendment Cramer would be in violation to the same extent as his seller, whether or not 
Cramer sold the ‘“‘hot issue’’ securities at prices higher than the offering price, whereas 
in the instant case his violations under the earlier Interpretation rest, as we have seen, on 
his sales above the offering price rather than on his purchases. This holding means, con- 
trary to applicants’ assertion, that under the earlier Interpretation Cramer was under no 
duty to determine the applicability to the Seadyne purchases of the exceptions provided 
in that Interpretation for allocations to a restricted account which are, among other things 
insubstantial and not disproportionate in amount as compared to sales to members of the 
public. Rather, in this case, that was the duty of the broker dealers who soid the hot 
issue securities to Seadyne. 

1 See William HE. Coze, 45 S.B.C. 131, 1384 (1972) : “. . . the courts have generally rejected 
results of such tests when offered in evidence for the purpose of establishing guilt or 
innocence on the ground that the polygraph has not as yet obtained scientific acceptance 
as a reliable and accurate means of ascertaining truth or deception.” (Citations omitted). 
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terpretation was applicable to the Seadyne accounts or that he was 
violating the NASD Rules.” 


SUPERVISION OF OUTSIDE ACTIVITIES 


Safeco was informed by Cramer and Opdycke, in June 3, 1968 
memorandum, of their formation of Seadyne. The memorandum, a 
report on the “outside activities” of Cramer, Opdycke and another 
person addressed to an officer of Safeco who was also an official of 
Safeco’s parent, stated that initially they planned to operate Seadyne 
“somewhat like an investment club” and invest in “everything from 
art to real estate,” and that at the present time, although they “may 
own some stocks,” they “do not expect to purchase common stocks for 
the purpose of building a diversified portfolio as do most investment 
clubs.” In April 1969, pursuant to a newly instituted supervisory pro- 
cedure, Safeco received a report, signed by Cramer and Opdycke as 
president and treasurer, respectively, of Seadyne, indicating that Sea- 
dyne had trades in 27 named securities during the first quarter of 
1969 and had three of them in inventory at the end of the quarter. 
The report did not show the dates of the trades, the number of shares 
and dollar volume, and whether they were purchases or sales or in- 
volved new issues. About half of the securities listed were of new 
issues. Safeco reviewed the names of the issues to determine whether 
Seadyne’s transactions in those issues involved any conflict with the 
duties owed by Cramer and Opdycke to the Safeco funds and insur- 
ance companies, respectively, but it did not attempt to discover 
whether any free-riding violations had occurred. 

Safeco’s written supervisory procedures had been submitted to the 
District Business Conduct Committee for review and were not criti- 
cized by it. Those procedures provided in pertinent part that Safeco 
would supervise all of the activities of its personnel in relation to the 
business of the member. The NASD asserts that Safeco is responsible 
for the securities activities of its personnel and, under Safeco’s super- 
visory procedures, was required to supervise Cramer to assure compli- 


12Cramer’s reliance on Bailey € Co., 41 S.E.C. 847 (1964), as establishing that the 
NASD must prove an intent not to comply with the Interpretation, is misplaced. We 
there held that applicant had violated Section 1 of Article III but reduced the sanction in 
the public interest because, among other things, there was no intent to violate the rules. 
See also Cortlandt Investing Corporation, 42 S.E.C. 709, 715 (1965). Cramer incorrectly 
equates intent to violate with the willfulness required to be shown with respect to viola- 
tions alleged in broker-dealer disciplinary proceedings pursuant to Section 15(b) of the 
Securities Exchange Act. Apart from the fact that violations of the NASD’s Rules need not 
be willful unless a finding of willfulness is specifically required (see Boren € Co., 40 S.E.C. 
217 (1960)), willfulness under Section 15(b) merely means “intentionally committing 
the act which constitutes the violation. There is no requirement that the actor also be 
aware that he is violating one of the Rules or Acts.” Tager v. S.H.C., 344 F. 2d 5, 8 (C.A. 
2, 1965), aff’g Sidney Tager, 42 S.E.C. 1382 (1964). See also Gearhart ¢€ Otis, Inc. v 
S.E.C., 348 F. 2d 798, 802-3 (C.A.D.C. 1965) aff'd Gearhart ¢ Otis, Inc., 42 S.B.C. 1 (1964). 
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ance with the Interpretation. The NASD further asserts that Safeco 
failed to implement those procedures in that it ignored the “red 
flags” raised by the June 1968 memorandum and April 1969 report 
which should have put Safeco on notice to make further inquiry into 
Cramer’s activities on behalf of Seadyne. Safeco states that, in con- 
formance with its procedures, it was under no duty to supervise 
Cramer’s transactions in the Seadyne accounts to detect and prevent 
free-riding violations. It points out that Seadyne had no connection 
with Safeco’s business, and that Safeco was not a party to the trans- 
actions in the Seadyne accounts and did not profit from them. 

Under all the circumstances, we are satisfied that Safeco did all it 
was required to do in determining whether the Seadyne transactions 
conflicted with Cramer’s duties to the Safeco funds, and that it had 
no obligation to examine his outside activities to assure itself that he 
was complying with the Interpretation by making bona fide public 
offerings of the hot issue securities through Seadyne. Unlike the situa- 
tions in Shearson, Hammill & Co.® and Earl L. Combest ** cited by 
the NASD, Cramer’s Seadyne transactions were not effected on behalf 
of the member but for his own private gain. Nor does it appear, assum- 
ing it were relevant, that Cramer used Safeco’s facilities to sell or to 
solicit its mutual fund customers to purchase the hot issue securities. 
The record merely shows that the sales were effected through Seadyne 
accounts opened with the selling group members and other firms. We 
accordingly conclude that Safeco did not violate Sections 1 and 27 of 
Article ITI of the NASD’s Rules of Fair Practice and that the sanc- 
tions imposed upon Safeco by the NASD should be set aside. 


OTHER MATTERS 


Cramer contends that the hearing panels of the District Committee 
and Board of Governors were not properly constituted because one of 
the two persons on the Board’s panel was not a member of the Board, 
and three of the eight persons on the District Committee’s panel were 
not members of the District Committee. The composition of the panels, 
however, satisfied the procedural requirements set forth in the NASD’s 
Code of Procedure and By-Laws. As stated in the official explanation 
by the Board of Governors of procedures in disciplinary cases before 
it, subcommittees of the Board “are usually composed of two or more 
men at least one of which must be a sitting member” of the Board. 
And Section 3 of Article VI of the NASD’s By-Laws provides that a 
District Committee may, as it did here, appoint such Local Business 


1842 S.E.C. 811, 838 (1965). 

14 35 S.E.C. 623, 626 (1954). 

15 NASD Manual, p 3026. We approved such procedure in Southern Brokerage Oo., Inc., 
42 S.E.C. 449, 455 (1964). 












309 


Conduct Committees “as it deems necessary or appropriate and, 
wherever possible, at least one member” of the Local Committee must 
be a member of the District Business Conduct Committee.?* There is 
no record support for Cramer’s assertion that District Committee 
members who believed that under the Interpretation as they construed 
it no charges should be brought were excluded from the hearing panel. 
On the contrary, the District Committee minutes of March 20, 1970, 
which we, at the NASD’s request, accept for inclusion in the certified 
record, disclose that the hearing panel was selected “to avoid placing 
members of the Committee in a possibly embarrassing or compromis- 
ing position because of their or their firm’s relationship to individuals 
and/or firms involved in the complaints.” 
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PUBLIC INTEREST 

Cramer contends that the sanctions imposed upon him by the NASD 
are excessive and oppressive. He asserts among other things that he 
had no intention to violate the NASD Rules, that he was forced to leave 
his excellent position as vice-president of Safeco and of one of the 
Safeco funds, and that he received harmful publicity as a result of 
the proceedings. The record indicates that he considered the Inter- 
pretation inapplicable to Seadyne’s purchases and sales of the hot 
issue securities but that a contributing factor in his losing his positions 
was management’s belief that the time and efforts devoted by him to 
a new manufacturing company were inconsistent with his responsibili- 
ties at Safeco. 

The District Committee, in addition to censuring Cramer, had fined 
him $15,000 and suspended his registration as a principal for 90 days. 
It believed that Seadyne was formed for the purpose of acquiring hot 
issue securities, that Cramer deliberately refrained from advising the 
selling group members that he was a registered principal of Safeco in 
order to assure the acquisition of such securities, and that most of the 
Seadyne transactions violated the credit provisions of Regulation T. 
Although the Committee recognized that Regulation T violations were 
not charged and stated it was not basing any sanctions thereon, it 
nevertheless regarded those violations as further aggravating Cramer’s 
activities in connection with the other violations found. 

The Board of Governors, noting that exhibits in the record cor- 
roborated Cramer’s testimony that a substantial portion of his time and 
efforts spent on Seadyne was devoted to venture capital situations, 
reduced his suspension to 10 days, but increased the fine to $20,000. 


1¢Section 22(b) of the NASD’s Code of Procedure authorizes any District Business 
Conduct Committee to refer a complaint to a Local Committee for hearing if, in its dis- 
cretion, it considers such references appropriate in view of, among other things, the nature 
of the complaint, and the Local Committee’s determination must be submitted to the 
District Business Conduct Committee for final action. 
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We think that under all the circumstances, the Board was justi- 
fied in considering the 90-day suspension excessive. However, it of- 
fered no explanation for increasing the fine by $5,000 while at the same 
time reducing the suspension, and we see no justification for such in- 
crease. Cramer’s failure to disclose his registration to the broker- 
dealers who sold the hot issues to Seadyne must be considered in light 
of the fact that he knew they were aware that he performed invest- 
ment advisory functions for a fund, which under the Interpretation 
should have alerted them that the Seadyne accounts were restricted 
provided they knew or should have known of his beneficial interest 
therein. The record shows that he expressly disclosed his interest to 
three of the selling broker-dealers. 

Moreover, under the NASD’s complaint, the Committee had no war- 
rant for considering Regulation T violations in aggravation or other- 
wise. We conclude that it is appropriate to modify the sanctions im- 
posed upon Cramer by the Board by reducing the fine to $15,000. 

Accordingly, IT IS ORDERED that the sanctions imposed upon 
Kirby L. Cramer be, and they hereby are, modified to censure, sus- 
pension of his registration as a principal for 10 days, and a fine of 
$15,000, and that the sanctions imposed upon Safeco Securities, Inc. 
and Wallace E. Opdycke be, and they hereby are, set aside. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Hertone, Loomis and Evans). 





IN THE MATTER OF 
THE APPLICATION OF 
SCHWARM AND COMPANY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-3659. Promulgated June 29, 1978 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Recordkeeping Requirements 


Where member of registered securities association in violation of associa- 
tion’s rules of fair practice, failed to keep current certain of its books and 
records but where it appeared, among other things, that the failure to keep the 
records current occurred only for a 22-day period and was immediately cor- 
rected, and there was no evidence that records were otherwise deficient or that 
member’s financial position was impaired, held, under the circumstances, sanc- 
tions imposed by association modified to a censure. 


APPEARANCES : 
Carl L. Shipley and John Barry Donohue, Jr. of Shipley, Aker- 


man, Stein & Kaps, for Schwarm and Company. 
Lloyd J. Derrickson and Frank H. Formica, for the National As- 


sociation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securi- 
ties Exchange Act by Schwarm and Company, a member of the Na- 
tional Association of Securities Dealers, Inc. (“NASD”), for review of 
disciplinary action taken against it by the Association. 

The NASD found that applicant violated Sections 1 and 21(a) of 
Article III of the NASD’s Rules of Fair Practice * in that it failed to 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 21(a) provides that a member shall 
keep and preserve books and records in conformity with all applicable laws, rules and 
regulations. 


45 8.E.C.—34——10255 
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prepare and maintain its books and records in accordance with the 
provisions of our Rules 17a-3 and 17a—4 under the Exchange Act.? 
Specifically, the NASD found that as of April 22, 1970 the last post- 
ing to the firm’s purchase and sale blotter, cash receipts blotter, securi- 
ties position record, customer ledger and general ledger was March 31, 
1970 and that during the period from about April 1, 1969 through 
about March 31, 1970 the firm failed to record in each customer’s ac- 
count the date of receipt of payments for securities purchased. The 
NASD censured the firm, fined it $600, and assessed it with costs. Briefs 
were filed with us by the firm and the NASD. Our findings are based 
upon our independent review of the record before the NASD. 

Section 15A(h) of the Exchange Act, which defines the nature of 
our review of disciplinary action by the NASD, provides that we must 
dismiss these review proceedings if we find that applicant engaged in 
the conduct found by the NASD and that such conduct violated the 
designated rules of the Association, unless we further find that the 
penalties imposed by the NASD are excessive or oppressive, having 
due regard to the public interest, and should be cancelled or reduced. 

The record establishes and applicant does not dispute that as of 
April 22, 1970, the last posting to its purchase and sale and cash 
receipts blotters, securities position record and customer and general 
ledgers was March 31, 1970. 

According to the decision of the NASD District Business Conduct 
Committee, applicant was a small firm which executed about 15 trans- 
actions a month, 75% of which were sales of investment company 
shares to retail customers. Its president, who maintained the firm’s 
books and records, was the firm’s only full-time employee. The presi- 
dent testified that he had gotten behind in his posting while breaking 
in a new employee, but that he maintained an alphabetical file of 
copies of customers’ confirmations which contained additional nota- 
tions including data regarding payments and securities received and 
disbursed, and that he went through this entire file every day. 

The alphabetical file maintained by applicant was no doubt useful 
in the light of the nature and extent of its business, and the NASD on 
appeal concedes that such file contained the information required of a 
customer ledger. We agree with the NASD, however, that such file is 
an inadequate substitute for the purchase and sale blotter which re- 


2 Rule 17a-3, in pertinent part, requires that certain books and records be made and kept 
current including blotters (or other records of original entry) containing an itemized daily 
record of all purchases, sales, receipts and deliveries of securities and all receipts and dis- 
bursements of cash; ledgers (or other records) reflecting all assets and liabilities, income 
and expense and capital accounts; separate ledger accounts (or other records) for each 
customer ; and a separate position record or ledger for each security. 

Under Rule 17a—4 the above records must be preserved for at least six years, the first 
two years in an easily accessible place. 
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quires itemized chronological daily records; for the cash receipts 
blotter which requires daily records of all cash receipts; for the general 
ledger which reflects assets, liabilities and capital items; and for the 
securities position record which reflects positions by securities rather 
than by customers. 

Nor can we accept applicant’s contention that all the specified 
records were in fact current because they were posted to the end of 
the prior month. A lag of 22 days, such as occurred here, in the post- 
ing of blotters, which are required to be kept on a daily basis, and in 
the posting of the securities position record, cannot be considered 
compliance with the requirement that such records be kept current. A 
different situation exists, however, with respect to the general ledger. 
The primary use of such ledger would normally be the ascertainment 
of the firm’s net capital position, and such ledger should be posted as 
frequently as necessary to make net capital computations and at least 
monthly. In this case there is no indication that the firm had any net 
capital problem, the general ledger was posted through the end of the 
previous month, the president testified that the firm’s records were in 
such condition that he could prepare a trial balance at any time, and it 
appears that immediately following the NASD inspection he brought 
the specified records up to date and so notified the NASD in writing 
on that same day. 

Accordingly, we sustain the NASD’s findings of violations with 
respect to the failure to keep the blotters and securities position record 
current during April 1970 and set aside the findings of failure to keep 
the customer and general ledgers current. 

With respect to the second charge, the NASD examiner who in- 
spected applicant’s books and records testified that he was unable to 
conduct a review to ascertain whether the firm was complying with 
Regulation T issued by the Federal Reserve Board because during the 
period from April 1, 1969 through March 31, 1970, the firm failed to 
record in each customer account the date of receipt of payments for 
securities purchased. Applicant testified that the payment dates were 
recorded on the customers’ ledger cards themselves as well as on the 
copies of the confirmations, in a cash receipts journal and in a general 
ledger control account. The NASD examiner agreed that the payment 
dates were recorded on the confirmation copies, Customer account cards 
for the period involved were produced at the NASD District Commit- 
tee hearing and made available to the NASD District Director, who 
after reviewing them, called attention to only one card where the date 
of the customer’s payment was not recorded.* There is no evidence of 


3 Neither this card nor the other cards were included in the record as exhibits. 
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any Regulation T violations; applicant’s president testified that all 
payments were received in good time and that the firm had never found 
it necesary to request extensions of time within which to collect the 
amounts due on purchases. 

Under all the circumstances, we cannot find that the record supports 
a finding that applicant engaged in conduct inconsistent with just and 
equitable principles of trade by failing to include in customer accounts 
the dates of receipt of payments for securities purchased.* 

Applicant argues that the penalty in any event is excessive. In pass- 
ing on this contention, we take into consideration that we have set aside 
certain findings of violations made by the NASD. We are left with the 
finding that as of April 22, 1970, applicant had not posted the pur- 
chase and sale and cash receipts blotters and the securities position 
record beyond March 31, 1970. The recordkeeping requirements are 
important not only to enable a broker-dealer to respond promptly to 
customer inquiries and requests but also in connection with determining 
whether a firm is in compliance with other regulatory requirements 
intended to safeguard the public interest and to protect investors. For 
these and similar reasons we have emphasized the importance of com- 
pliance with our recordkeeping requirements.’ Without departing 
from these views, we note in this case that the delay in posting was rela- 
tively brief (22 days), that at no time did it appear that applicant’s 
records otherwise were in a bad or chaotic condition or that its financial 
condition was impaired, and that the firm’s president was able to and 
did bring the posting up to date on the day following the date of the 
NASD examination. Moreover, at the NASD District Committee hear- 
ing, the members thereof indicated that the more serious aspect of the 
complaint was the alleged inability to determine compliance with Reg- 
ulation T because of the asserted failure to record the dates of receipt 
of payment for securities purchased, a charge we find unsupported by 
the record.° 


4 Applicant also objected to the finding by the NASD of a failure to comply with our 
Rule 17a—4 which requires the preservation of records required to be prepared. Where the 
basie charge is of a failure to make required records, we would not consider the failure 
to “‘preserve” the records allegedly not made to constitute a separate and additional viola- 
tion, and there is no evidence or claim that applicant otherwise violated the requirement 
to preserve records. 

5 See for example, Dunhill Securities Corp., 44 S.E.C. 472 (1971) ; Associated Securities 
Corporation, 40 8.E.C. 10, 18 (1960). 

® Applicant on appeal also asserts that the NASD has failed to show affirmatively that 
its procedures for handling this matter conformed to the Association’s rules in that the 
NASD has not shown that there was a proper delegation of authority to the District Sub- 
committee which conducted the hearing, that the full District Conduct Committee reviewed 
the record and voted on the case, or that the Board of Governors considered the matter 
and affirmed the District Committee’s decision by a majority vote. We find no merit in any 
of these contentions. At no time during the hearing before the District Committee or while 
the matter was on appeal to the Board of Governors did applicant object to any of the 
procedures utilized by the Association, nor has applicant submitted any evidence indicating 
the Association deviated from its rules. 
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Under all the circumstances, we conclude that it is appropriate, hav- 
ing due regard for the public interest, to modify the sanctions to a 
censure of applicant without the imposition of a fine or costs. 

Accordingly, IT IS ORDERED that the sanctions of a censure and 
fine, and costs imposed against Schwarm and Company be, and they 
hereby are, modified to a censure. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Hertone, Loomis and Evans). 
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IN THE MATTER OF 
HENRY GELLIS 
FREDERICK MUNZER 
HAROLD SHAPIRO 
File No, 3-3156 Promulgated July 25, 1978 
Securities Exchange Act of 1934 


ORDER AFFIRMING INITIAL DECISION AND BARRING 
ASSOCIATION WITH BROKER-DEALER 


In these broker-dealer proceedings under the Securities Exchange 
Act, the administrative law judge concluded that Henry Gellis, Fred- 
erick Munzer and Harold Shapiro, who were salesmen for First Wil- 
liam Street Securities, Inc. (“registrant”), formerly a registered 
broker-dealer,t should be barred from association with any broker- 
dealer. 

The administrative law judge found that, during the period from 
about February 4 to July 1, 1970, Gellis, Munzer and Shapiro will- 
fully violated the antifraud provisions of Section 17(a) of the Securi- 
ties Act and Section 10(b) of the Exchange Act and Rule 10b-5 there- 
under in the offer and sale of stock of Computer Field Express, Inc. 
(“Computer”). Registrant was the underwriter for a public offering of 
100,000 shares of Computer stock at $5 per share made pursuant to a 
Securities Act registration statement, which became effective on Feb- 
ruary 4, 1970. According to the initial decision, respondents made 
fraudulent representations concerning Computer to numerous custom- 
ers during the public offering and thereafter, both in an effort to sell 
the stock and to dissuade customers who had purchased it from selling 
it. The administrative law judge found, among other things, that each 
respondent predicted specific and substantial increases within a rela- 
tively short period in the price of Computer’s stock, a speculative 
issue. Such predictions were, of course, inherently fraudulent and 
unjustifiable.? 


1 Registrant’s broker-dealer registration was revoked pursuant to its consent. Securities 
Exchange Act Release No. 9859 (November 17, 1972). 


2See, e.g., Charles P. Lawrence, 48 S.E.C. 607, 610 (1967), aff’d 398 F. 2d 276 (C.A. 1, 
1968). 
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We granted respondents’ petitions for review which excepted in 
general terms to the findings of fact and conclusions of law in the ini- 
tial decision and to the sanctions imposed. Although our order pro- 
vided for the filing of briefs in support of the petitions within a speci- 
fied time, no briefs have been filed by respondents. The Division of 
Enforcement now moves to affirm the initial decision. It points to Rule 
17(d) of our Rules of Practice which permits summary affirmance of 
an initial decision in a situation like this.? Respondents have not re- 
plied to the Division’s motion. 

We consider this an appropriate case for summary affirmance. Never- 
theless, we have made an independent review of the record. On the 
basis of that review, we affirm the findings of fact and the conclusions 
of law in the initial decision. Moreover, we find the sanctions imposed 
by the administrative law judge fully warranted in the public interest. 
Hence we affirm his initial decision. 

Accordingly, IT IS ORDERED that the initial decision in these 
proceedings be, and it hereby is, affirmed; and that Henry Gellis, Fred- 
erick Munzer and Harold Shapiro be, and they hereby are, barred 
from being associated with any broker or dealer. 

By the Commission (Senior Commissioner Owens and Commis- 
sioners Loomis and Evans). 


3 Rule 17(d) provides that we may summarily affirm an initial decision where a petition 
for review does not make a reasonable showing that (1) a prejudicial procedural error was 
committed; or (2) the initial decision embodies (a) a clearly erroneous finding or con- 
clusion of material fact, (b) an erroneous legal conclusion, or (c) an important exercise of 
discretion or decision of law or policy which the Commission should review. 
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IN THE MATTER OF 
HIGGS, INC. 
GEORGE M. GILBERT 
DONALD E. CONNER 
File No. 38-3684. Promulgated July 26, 1973 
Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Grounds for Remedial Action 





Where registered broker-dealer, aided and abetted by present or former offi- 
cers, failed to comply with net capital requirements, transferred securities to 
accounts of officers on month-end date to overstate net capital position, and failed 
to report net capital deficiencies, in violation of Securities Exchange Act and 
rules thereunder, held, under circumstances in public interest to censure and 
impose suspensions on registrant and officers. 





















APPEARANCES: 


William J. Stembler and John M. Kelley, of the Atlanta Regional 
Office of the Commission, for the Division of Enforcement. 
Harold B. Stone, of Stone & Bozeman, for respondents. 


FINDINGS, OPINION AND ORDER 


These proceedings were instituted pursuant to Sections 15(b) and 
15A of the Securities Exchange Act to determine what, if any, reme- 
dial action is appropriate in the public interest with respect to Higgs, 
Inc. (“registrant”), a registered broker-dealer, and George M. Gilbert 
and Donald E. Conner, who during the relevant period were, respec- 
tively, president and vice-president of registrant. Following public 
hearings the parties waived an initial decision, and proposed findings 
and briefs were filed with us. 3 

On the basis of our independent review of the record, we find, as 
alleged in the order for proceedings, that registrant willfully violated 
and Gilbert and Conner willfully aided and abetted violations of Sec- 
tions 15(c) (3) and 17(a) of the Exchange Act and Rules 15c3-1, 
17a-3 and 17a-11 thereunder. Registrant effected securities transac- 
tions when it had net capital deficiences, as computed under Rule 
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15c3-1, ranging between $1,594 and $7,447 on nine dates between Janu- 
ary 11 and October 31, 1971.1 During the period from June 30 to 
July 12, 1971 registrant’s books and records inaccurately showed that 
certain securities carried in registrant’s inventory at $7,800 had been 
sold to Gilbert and Conner when in fact such securities had been 
temporarily “parked” with them for the purpose of making regis- 
trant’s month-end net capital appear greater and were promptly 
transferred back to registrant at the same price. Respondents also 
failed to give the Commission telegraphic notice that registrant’s 
net capital was deficient as of the end of September and October 
1971 and failed to file a report of registrant’s financial condition for 
such months. 

Respondents do not dispute the above violations, except they ques- 
tion finding net capital deficiencies of $6,081 and $7,447 as of Janu- 
ary 11 and March 31, 1971. As of those dates registrant had on deposit 
with the Tennessee Department of Insurance and Banking, in lieu of a 
performance bond required for doing a securities business in that State, 
bonds valued at $10,850 which it had borrowed from an investor. 
Registrant had given to the investor its own ninety-day subordinated 
note for the same value as the bonds. The January and March net capi- 
tal deficiencies are based on computations which included the note in 
aggregate indebtedness and excluded the bonds from net capital. Re- 
spondents assert that the investor knew the purpose of the loan and 
had informed them that he would not collect the note so long as the 
bonds were deposited with the State. They contend that therefore these 
transactions should be considered as not effecting net capital, and that, 
in any event, the above treatment of the transactions effected an im- 
proper double deduction of the value of the bonds, once when the 
bonds were excluded from registrant’s assets and a second time when 
the subordinated note was included in aggregate indebtedness. 

We reject these contentions. Under the net capital rule, net capital 
is defined as “the excess of total assets over total liabilities”.? The bor- 
rowing of the bonds from the investor clearly created a liability, evi- 
denced by the note, which just as clearly constituted an item to be 
included in total liabilities, It is true that the rule excludes from the 
definition of aggregate indebtedness any indebtedness subordinated to 
the claims of general creditors pursuant to a satisfactory subordina- 
tion agreement,’ but such exclusion is dependent, among other things, 


1On January 11 and March 31 registrant’s aggregate indebtedness exceeded 2000% of 
its net capital; on the other dates through October 29 it did not maintain net capital of 
at least $5,000, as required by the Rule. 
2 Rule 15¢c3-1(c) (2). 
? Rule 15c3-1(c) (1) (I). 
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on the existence of a written subordination agreement with respect to 
a loan for a term of not less than one year.‘ In this case the written 
note and subordination agreement were for less than one year’s dura- 
tion, and the investor’s oral statements promising to extend the term 
of the loan did not satisfy the requirement of the rule that a satis- 
factory subordination agreement relate to a loan for a term of not less 
than one year. So the inclusion of the note in aggregate indebtedness 
is proper. Moreover, the rule requires that there be deducted from 
net capital any assets “which cannot be readily converted into cash”, 
and so it was proper to exclude the bonds since they were on deposit 
with the State and could not be readily converted into cash. 

The order for proceedings alleged as additional violations of Section 
17(a) of the Exchange Act and Rules 17a-3 and 17a-11 registrant’s 
failure during the period from October 31 to November 9, 1971 to keep 
current registrant’s general ledger and a record of the computation of 
aggregate indebtedness and net capital and to notify the Commission 
of such record-keeping deficiencies. A general ledger should be posted 
as frequently as necessary to enable a broker-dealer to make the com- 
putations necessary to ascertain his compliance with the net capital 
rule, and a trial balance and a record of the net capital computation 
must be made and preserved at least monthly. In this case the record 
shows only that as of November 8, 1971 the general ledger was not 
posted and a trial balance was not prepared as of October 31. The 
ledger was posted and a trial balance prepared on November 9. We 
cannot find on the basis of this record that the failure to post the 
ledger and prepare the net capital computation as of October 31 prior 
to November 9 was a violation of the record-keeping requirements. 

Respondents assert that the violations found above occurred through 
honest misunderstanding of certain of the Commission’s requirements. 
They state they did not know that “parking” transactions were an 
improper method of improving net capital until subsequently so in- 
formed after the securities had already been returned to the firm’s 
inventory, and that until the Commission’s investigation began in 
November 1971 they were unaware that any notice should have been 
sent to the Commission in connection with net capital deficiencies. 
They assert that the June 29 and the July to October month-end net 
capital deficiencies occurred because registrant’s bookkeeper had mis- 
takenly assumed that certain unrecorded accounts payable had been 
paid and failed to accrue them as payables on its trial balance and had 
mistakenly considered an unsecured broker’s account as a receivable 
properly includible in net capital. Respondents urge that no harm 


* Rule 15¢c3—1(c) (7). 
5 Rule 15¢e3-1(c) (2) (B). 
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resulted to the public from their violations, that they took immediate 
steps to correct the prior shortcomings and that since that time reg- 
istrant has been in compliance with all of the Commission’s rules. 

As the Division points out, Gilbert and Conner had been in the 
securities business for about six years and in view of their experience 
should have known that the “parking” transactions were improper and 
would have the effect of misrepresenting registrant’s true financial 
condition, and should have been aware of the importance of maintain- 
ing adequate net capital and accurate books and records, The absence 
of customer losses cannot mitigate net capital violations since the rule 
was designed to assure the financial responsibility of broker-dealers, 
and exposure of customers to risk of loss is itself the abuse at which 
the rule is aimed.® 

Respondents recognize that their asserted ignorance of the require- 
ments does not excuse their failure to comply with the Act and the 
rules thereunder and concede that some suspensions would be appro- 
priate in the public interest provided they do not have the effect of 
driving the registrant out of business. We note that a lengthy suspen- 
sion of registrant could have a detrimental effect on its public share- 
holders, that since the violations Gilbert has resigned as president of 
the firm and that two additional officers have been appointed. 

Under all the circumstances it is appropriate in the public interest 
to censure respondents and to suspend registrant’s broker-dealer regis- 
tration for 15 business days and Gilbert and Conner from association 
with any broker or dealer each for 30 days. 

Accordingly, IT IS ORDERED that respondents be, and they 
hereby are, censured, that the broker-dealer registration of Higgs, Inc. 
be, and it hereby is, suspended for 15 business days and that George M. 
Gilbert and Donald E. Conner be, and they hereby are, suspended from 
association with any broker or dealer for 30 days .The suspensions are 
to commence with the opening of business on August 13, 1973. 

By the Commission (Senior Commissioner Owens, Commissioners 
Loomis and Evans). 


6M. V. Gray Investments, Inc., 44 S.E.C. 567, 573 (1971). 


246-829 © - 79 = 22 





IN THE MATTER OF 
THE APPLICATION OF 
ALESSANDRINI & CO., INC. 
PAUL P. ALESSANDRINI 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-3866. Promulgated August 1, 1973 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply With Recordkeeping Requirements 
Transactions Effected Without Regard to Emergency “Fails” Rule 
Improper Extension of Credit 
Failure to Make Bona Fide Public Offering 
Transactions for Employees of Other Association Members 


Where member of registered securities association and president of member, in 
violation of association’s rules of fair practice, failed to comply with recordkeep- 
ing and credit requirements, allocated portions of premium public offerings to 
president’s father-in-law and employees of other association members, effected 
transactions when, because of the condition of member's fail records, it could 
not be ascertained whether transactions complied with association’s emergency 
“fails” rule, and executed transactions for employees of other members without 
using reasonable diligence to determine whether transactions would adversely 
affect interests of such members, but where it appeared, among other things, that 
violations did not impair member’s financial position and attempts were made to 
remedy deficiencies, held, under the circumstances, sanctions, including $25,000 
fine imposed upon member and president, modified by reducing fine to $10,000. 


APPEARANCES: 


Robert W. Taylor, for Alessandrini & Co., Inc. and Paul P. 
Alessandrini. 

Lloyd J. Derrickson, Frank J. Wilson and John FE. Mylod, Jr., for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g;) of the Securities 
Exchange Act of 1934 by Alessandrini & Co., Inc., a member of the 
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National Association of Securities Dealers, Inc. (“NASD”), and Paul 
P. Alessandrini, president and operating head of the member, for 
review of disciplinary action taken against them by the NASD. The 
NASD censured applicants, suspended the member and Alessandrini’s 
registration as a registered principal for 15 days, fined them $25,000 
jointly and severally, and assessed costs against them. Briefs were 
filed with us by applicants and the NASD, and we heard oral argument. 

We find as did the NASD that applicants violated the NASD’s 
Rules of Fair Practice, as set forth below, and that their conduct was 
inconsistent with just and equitable principles of trade. 

1. The member violated Sections 1, 21(a) and 21(b) of Article III 
of the NASD’s Rules of Fair Practice * and Alessandrini violated Sec- 
tion 1 of Article III in that memoranda of about 230 out of 300 broker- 
age orders, sampled for a five-day period in July 1968, were time- 
stamped only once and, if that were the time of entry, should also have 
indicated the time of execution ; * the member’s books and records and 
its trial balance as of June 28, 1968 reflected a loan by Alessandrini to 
the member in the amount of $126,967.50 as subordinated to the claims 
of general creditors when in fact such loan was not subject to a sub- 
ordination agreement; as of January 3, 1969, the fail to deliver and fail 
to receive accounts had not been posted on a daily basis since November 
14, 1968; * an examination of customer account cards with respect to 
150 purchasers of a certain security in 1967 disclosed that 21 cards 
were missing, and review of 90 of the cards disclosed that 59 lacked 
signatures of an officer of the member accepting the accounts; and a 
general review of all account cards prepared by the member indicated 
that a number did not contain the required customer information. 

No evidence was presented that the receipt and execution of the 
brokerage orders in question were simultaneous, as suggested by ap- 
plicants, and, since the salesmen receiving the orders transmitted them 
to the traders for execution, there must have been a time lag, Even if 
the lapse of time between the time of entry and of execution were 
minimal, the failure to show the time of execution would violate the 
rules.t Applicants are not aided by asserting that, while the sub- 
ordinated loan entry appeared in the trial balance, it was not shown 
"4 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Sections 21(a) and 21(b) require that books and 
records be maintained in accordance with applicable regulations and that each customer 
account be maintained in such form as to show, among other things, the signature of the 
registered representative introducing the account and the signature of the member or the 
partner, officer or manager accepting the account for the member, and whether the customer 
is legally of age. 

2QOur Rule 17a-3 under the Act requires that the time of entry and, “to the extent 
feasible,” the time of execution be shown. 

§The NASD found that the member’s securities position record had not been posted on 
a daily basis from September 1968 to January 1969. In our opinion, the record is not ade- 


quate to support an adverse finding in that respect. 
4 See First Denver Securities Corporation, 45 S.E.C. 81, 83 (1972). 
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that the entry appeared in the general ledger, and that the entry was 
recorded as a subordinated loan for tax, not capital, purposes, was not 
used in net capital computations, and did not actually mislead anyone. 
Ii was not necessary for the NASD to present affirmative evidence to 
show that such entry appeared in the general ledger. Since a trial 
balance constitutes a record of money balances in ledger accounts, the 
entry must also have appeared in a ledger account, and the burden of 
showing otherwise shifted to applicants, That burden was not met. The 
fact that the loan was not used in computing net capital is irrelevant, 
and it was not necessary to show that anyone was actually misled. It 
is also clear that daily postings were not made to the fail book during 
the period involved. Applicants asserted that the member maintained 
a rack of open fail tickets, and that examination of those tickets to- 
gether with the fail book, blotter entries, and current general ledger 
entries presented a complete picture of the fails. We agree with the 
NASD, however, that the combination of those records did not con- 
stitute compliance with Rule 17a-3, particularly since the member it- 
self was unable to construct an accurate list of fails as of November 
29, 1968. 

2. From December 2 through December 23, 1968, applicants violated 
Section 1 of Article III by effecting 164 transactions in 17 securities 
when the member had at least apparent fails to deliver in such securities 
more than 60 days old but, in view of the condition of the member’s 
fail records as described above, they neither knew nor could have 
known whether the total dollar amount of the member’s fails to deliver 
over 30 days old constituted 30% or more of its total dollar amount of 
fails to deliver and therefore whether they were in compliance with 
the NASD’s then effective Emergency Rule of Fair Practice No. 68-4." 

3. Between February 1967 and November 1968, applicants violated 
Section 1 of Article III in that they failed, in respect of 194 transac- 
tions, to comply with various provisions of Regulation T prescribed 
under the Act by the Board of Governors of the Federal Reserve 
System. 

Applicants do not dispute that, with respect to 150 transactions, they 
failed to comply with Section 4(c) (2) of Regulation T, which requires 
cancellation or liquidation of purchases for non-payment within seven 
business days, and that their delinquencies in that respect ranged from 
one to sixty days as to 149 purchases, and amounted to about eleven 
months as to one purchase still open as of the date of the NASD com- 


8 Emergency Rule 68-4, which was effective from December 2, 1968 through January 30, 
1969, provided in pertinent part that no member or person associated with a member 
should sell a security for his own account or purchase a security as broker for a customer 
if he had a fail to deliver in that security at least 60 days old and his total dollar volume 
of fails to deliver over 30 days old was 30% or more of his total dollar volume of fails to 
deliver. 
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plaint.° Applicants also failed to comply with Section 4(c) (3), which 
requires the same disposition for non-payment for purchases of unis- 
sued securities within seven business days after the securities are made 
available by the issuer for delivery to the purchasers, with delinquen- 
cies ranging from one to 260 days as to 19 transactions; Section 4(c) 
(5) which provides a 35-day period after a purchase for payment 
where payment is to be made against delivery, with delinquencies of 14 
and 19 days as to five transactions; Section 4(c) (8) as to seven trans- 
actions for a customer while his account was “frozen” by reason of his 
purchase of a security in the account within the preceding 90 days 
and the sale of such security before full payment, and the account 
contained insufficient funds to cover the full purchase prices; and Sec- 
tions 4(a) (3) and 4(c) (1) (ii) as to 18 sales of securities for customers 
who did not promptly deposit the securities in their accounts, with the 
periods of time between the sales and buy-ins ranging from three days 
to over five months. Applicants assert, with respect to Section 4(c) (3) 
of the Regulation, that the securities were not in fact made available 
by the issuer for delivery to the purchasers on the dates from which 
the seven-day periods were measured by the NASD. We agree with the 
NASD, however, that the seven-day period specified in that Section 
commences on the date when the issuer settles with the underwriter, 
notwithstanding that such securities may not be delivered to the pur- 
chasers until the certificates have been registered in their names. 

4, In 1967 and 1968 applicants violated Section 1 of Article ITI in 
that they failed to comply with the NASD’s “Free-Riding and With- 
holding” interpretation then in effect. The member, as underwriter, 
allocated and sold portions of four premium offerings at the public 
offering price to the account of Alessandrini’s father-in-law, portions 
of one of those offerings to two associated persons of other NASD 
members, and a portion of another of those offerings to an associated 
person of another NASD member although the purchasers did not 
have investment histories sufficient to support such allocations.’ 

The member asserts that Alessandrini’s father-in-law had a sufficient 
investment history of purchases from the member to qualify him to 


6 The delinquencies with respect to 78 of the 150 purchases were one to three days. 

7 The interpretation made it a violation of Section 1 for a member, who was a participant 
in the distribution of a public offering and who either had unfilled orders from the public 
or had failed to make a bona fide public offering, to sell any portion of the offering to the 
immediate family of an associated person of the member or to an associated person of any 
other member unless the sale was for bona fide investment in accordance with the 
purchaser’s “normal investment practice’ with the member and the aggregate of the 
securities so sold was insubstantial and not disproportionate in amount as compared to 
sales to the public. The interpretation defined ‘normal investment practice” as the history 
of investment in an account with the member, and stated that the practice of purchasing 
mainly “hot issues’ would not constitute a ‘normal investment practice.’’ The sale of a 
new issue at an immediate premium raises an inference that the distributor had unfilled 
orders from the public. A. J. Gabriel Co., Inc., 42 S.E.C. 755, 756 (1965). 
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receive the allocations and held the “hot issue” securities for periods 
in excess of six months, and that the aggregate of each of the offer- 
ings sold to the restricted purchasers was not disproportionate in 
amount as compared to the sales to members of the public. However, 
under the interpretation, the “normal investment practice” criterion 
must be met even though the securities may have been acquired for 
bona fide investment and the aggregate of the allocations in question 
was not disproportionate to the public sales. The father-in-law’s ac- 
count, opened in 1961, reflected only two purchases, aggregating 
$2,300, prior to the first “hot issue” allocation (amounting to $10,000) 
in May 1967, and no additional purchases, excluding the “hot issue” 
allocations, prior to the allocations to him of $32,000 in securities from 
February to April 1968. Two associated persons of other NASD mem- 
bers, one of whom was allotted $500 in stock and the other a $1,000 
debenture, had no history of prior purchases, and the third had effected 
only one stock purchase, for about $500, two days before the alloca- 
tion to him of $500 in stock. 

5. Between 1966 and 1968 the member violated Sections 1 and 28 
of Article III in that it knowingly executed transactions for three 
employees of other NASD members without notifying those members 
of the proposed opening of the accounts and without using reasonable 
diligence to determine whether such transactions would adversely af- 
fect the interests of those members.® 

There is no substance to the member’s contention that it was not re- 
quired to notify the employer members of the proposed opening of 
their employees’ accounts because statements of account were sent to 
them at their employers’ offices, and, in addition, one employer stated 
in a letter to the member dated March 10, 1970, “we are aware of” the 
purchases made in the employee’s account in February 1968 and on 
March 4, 1970. It is clear that neither the mailings of the statements, 
assuming without conceding they were seen by an official of the em- 
ployer member, nor the letter of March 10 establishes that any of the 
employers was informed that the member proposed to open accounts 
for their employees or was aware of the transactions in the employees’ 
accounts at the time of execution. 

The NASD also found Alessandrini in violation of those Rules. 
However, although the customer account cards disclosed the cus- 
tomers’ employment by other members, no evidence was presented that 


§ Section 28 of Article III provides that a member who knowingly executes a purchase 
or sale transaction for an employee of another member shall use reasonable diligence to 
determine that the execution of such transaction will not adversely affect the interests of 
the employer member. In an interpretation by the NASD Board of Governors the exercise 
of reasonable diligence by the executing member is defined to require, among other things, 
prompt notice in writing by it to the employer member that its employee proposes to oper 
an account with the executing member. 
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Alessandrini personally was aware of such employment, and we set 
aside the NASD’s findings of violations in this respect. The member, 
on the other hand, was chargeable with knowledge of the information 
in its records.° 


PuBLIic INTEREST 


Applicants contend that the censures, 15-day suspensions, and 
$25,000 fine imposed by the NASD are unduly harsh and severe. In 
assessing those sanctions, the NASD considered the fact that on two 
prior occasions it had disciplined applicants for violations, some of 
which were similar to those found in these proceedings.*® On the other 
hand, the NASD observed that many of the back-office violations were 
“highly technical” and did not reflect a chaotic condition or impair 
the member’s financial position, that in fact the member’s net capital 
substantially exceeded the amount required under our net capital rule, 
and that applicants made “apparent good faith attempts” to remedy 
the deficiencies. In addition, applicants assert, among other things, 
that during the period of the alleged violations the member volun- 
tarily ceased doing business on two occasions because of back-office 
difficulties and that many of its recordkeeping problems resulted from 
a change from manual procedures to a computerized system and that 
those problems have since been corrected. Under all the circumstances, 
including our setting aside of the NASD’s findings of certain viola- 
tions, and having due regard to the public interest, we conclude that 
the sanctions imposed by the NASD are excessive and should be modi- 
fied by reducing the $25,000 fine to $10,000. 

Accordingly, IT IS ORDERED that the censures and 15-day sus- 
pensions of Alessandrini & Co., Inc. from membership in the National 
Association of Securities Dealers, Inc., and of Paul P. Alessandrini’s 
registration as a registered principal be, and they hereby are, affirmed, 
and that the fine of $25,000 imposed upon them jointly and severally 
be, and it hereby is, reduced to $10,000. 

By the Commission (Senior Commissioner OwEns and Commis- 
sioners Loomis and Evans). 


®There is no substance to applicants’ contentions that they were denied due process 
because the NASD examiner who conducted the major part of the investigation was not 
called as a witness by the NASD and could not be cross-examined, and that the testimony 
adduced as to the results of his examination was hearsay. The deficiencies disclosed in the 
examiner’s report were derived from applicants’ own records and were subject to verifica- 
tion or rebuttal by them. The examiner had left the employ of the NASD which has no 
subpoena power. The NASD staff member, whose testimony was based upon the report, 
had assigned and supervised the investigation. His testimony was probative, and since the 
technical rules of evidence do not apply to NASD hearings, the mere fact that his testi- 
mony may have been hearsay would not preclude its consideration as evidence. See Gate- 
way Stock & Bond, Inc., 43 S.E./C. 191, 195-6 (1966). 

10In December 1962, applicants were censured and the member fined $2,600 for viola- 
tions with respect to, among other things, Regulation T, records requirements including 
the time-stamping of order tickets, and free-riding. In September 1965, they were censured 
and fined $150 for Regulation T violations and for loaning a customer’s securities without 
his written consent. 





IN THE MATTER OF 


THE APPLICATIONS OF 
ADOLPH D. SILVERMAN 


CHARLEEN FRANZEN 
PAUL GOODMAN 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File Nos. $-3364 and 38-3393. Promulgated August 6, 1973 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Improper Extension of Credit 
Failure to Comply with Recordkeeping Requirements 
Failure to Disclose Compensation in Dual Agency Transactions 


Where two principals of member of registered securities association were re- 
sponsible for member’s improper extension of credit to customers and its failure 
to prepare computations of aggregate indebtedness and to disclose to each cus- 
tomer in dual agency transactions all compensation received, and member im- 
properly extended credit to third principal on transactions in his personal ac- 
count, association’s findings that such conduct violated its rules of fair practice 
sustained, but proceedings with respect to first two principais remanded for re- 
consideration of their responsibility for additional violations and redetermina- 
tion of sanctions in light thereof and of Commission’s findings on other issues, 
and sanction imposed on third principal reduced since, among other things, 
some findings of violation by him were set aside, and he was not previously 
involved in disciplinary proceedings. 


Substantive Violations and Supervisory Failure Based on 
Same Misconduct 


Where, on basis of their responsibilty for back office deficiencies, principals 
of member firm were found both in violation of substantive provisions govern- 
ing their misconduct and deficient in their supervision with respect to same mis- 
conduct, findings of supervisory deficiency set aside as inconsistent with findings 
of substantive violations. 


45 S.E.C.—34——10327 
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APPEARANCES: 
Adolph D. Silverman, Charleen Franzen and Paul Goodman, pro 
8e. 
Lloyd J. Derrickson, Frank J. Wilson and Frank J. Formica for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


These are applications pursuant to Section 15A (g) of the Securities 
Exchange Act by Adolph D. Silverman, president of Financial Secu- 
rity Corporation (“FSC”), which was a member of the National Asso- 
ciation of Securities Dealers, Inc. (*“NASD”).* Charleen Franzen, 
former secretary-treasurer of that firm, and Paul Goodman, former 
vice-president, for review of disciplinary action taken against them by 
the Association. The NASD barred Silverman and Franzen from 
association with any member as principal or in a managerial or super- 
visory capacity, fined Silverman $3,000 and Franzen $2,500, censured 
them and assessed costs. It imposed censure and a $2,500 fine on Good- 
man and assessed a lesser share of the costs against him. 

The NASD found that Silverman and Franzen violated (a) Sec- 
tions 1 and 12 of Article III of the NASD’s Rules of Fair Practice 
in that, in nine dual agency transactions during the period October i 
1968 to January 1969, the firm did not make written disclosure to 
each customer of the commission paid by the other; (b) Sections 1 
and 21 of Article III in that the firm did not prepare and maintain 
computations of aggregate indebtedness for the months of August, 
September, October and November 1968, and March, April and May 
of 1969; and (c) Section 1 of Article III in that, as of January 31, 

August 31, September 30 and October 21, 1969, the firm failed to 
comply with net capital requirements. The NASD also found that 
Silverman and Franzen, together with Goodman, violated Section 1 
of Article III in that, during the period May 1968 to January 1969, 
the firm failed in at least 80 instances to comply with the credit re- 
quirements of Regulation T, 22 of such instances being in Goodman’s f 
personal account, and that Silverman and Franzen, and Goodman 
until January 1969,? violated Sections 1 and 27 of Article III by fail- 
ing to exercise proper supervision in connection with all of the fore- 
going violations.® 











































1FSC did not appeal its expulsion from NASD membership in these proceedings. 
2The NASD found that Goodman did not have any connection with the firm after that 
month. 

3 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 12 requires a member, in a dual agency 
transaction, to disclose to his customers the amount of any remuneraticn received in 
connection with the transaction. Section 21 requires a member to maintain books and 
records in compliance with applicable requirements, and Section 27 specifies that a mem- 
ber is responsible for proper supervision. 
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The principal contention of Silverman and Franzen is that they 
cannot be held responsible for the violations which occurred after 
March 5, 1969, since they no longer had any control over the member’s 
operations. They testified that, at the suggestion of this Commission, 
FSC ceased operations on January 23, 1969 because of a capital defi- 
ciency. Thereafter, applicants allegedly arranged with International 
Funding Corporation (“IFC”) for a subordinated loan to the member 
of about $180,000 in securities through an IFC director‘ part of the 
consideration for which was a transfer of voting control over FSC’s 
stock. FSC reopened for business on March 5, 1969. After that date, 
according to applicants, all management decisions were made by the 
principals of IFC. Central Cashiering Corporation, an IFC broker- 
dealer subsidiary, allegedly took over all of FSC’s back office func- 
tions. One Earl W. Kowalka replaced Franzen as secretary-treasurer. 
Silverman and Franzen asserted that Kowalka was put in direct 
charge of FSC’s operations to protect the newly invested capital. 
Silverman testified that he remained president of FSC in name only, 
and Franzen, who was previously in charge of FSC’s back office, that 
she was placed on suspension by the firm and remained merely in order 
to straighten out customer accounts predating the firm’s reopening. 
Applicants stated that this Commission’s Los Angeles Regional Office 
was familiar with all of the foregoing circumstances. 

The NASD rejected applicants’ testimony as “not worthy of belief” 
chiefly because it was undocumented. However, an affidavit has now 
been filed by an attorney in our regional office which substantially con- 
firms applicants’ story.® Their testimony is also corroborated by in- 
formation in our public broker-dealer file relating to FSC, of which 
we take official notice. We further note that, on May 11, 1973, we 
brought an injunctive action against International Funding Corpora- 
tion of America, IFC’s successor.* Some of our allegations in that 
action are substantially the same as those that Silverman and Franzen 
make here. Accordingly, we shall remand these proceedings to the 
NASD so that it may reconsider in the light of the foregoing circum- 
stances Silverman’s responsibility and that of Franzen for FSC’s vio- 
lations after March 5, 1969. Those issues call for fuller exploration 
than they have thus far received. 


4The original plan is said to have called for IFC to acquire FSC. But this was dis- 
carded apparently because it would have caused disclosure problems in connection with 
a contemplated public offering of IFC stock. 

5 Pursuant to Rule 15Ag—1(e) under the Securities Exchange Act, we direct that the 
affidavit be made part of the record. The NASD was served with a copy of the affidavit but 
has not filed a response. 

°8.H.C. v. International Funding Corporation of America, et al., Civil Action No. 73- 
1065-IH (C.D. Cal.). 
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Silverman and Franzen do not contest the NASD’s determination 
that they were responsible for the remaining violations found by the 
Association which occurred when they were concededly still in charge 
of the firm, i.e., the failure to comply with Regulation T, to meet net 
capital requirements as of January 31, 1969, to make written disclosure 
to customers of all compensation received in nine dual agency trans- 
actions, and to prepare computations of aggregate indebtedness for 
four months in 1968.7 However, we set aside the NASD’s findings of 
violation in connection with the firm’s asserted net capital deficiency 
as of January 31, 1969, including the findings of supervisory failure 
in connection therewith. A net capital violation entails the effecting 
of securities transactions with inadequate net capital.* Since the firm 
ceased operations as of January 23 and did not reopen for business until 
March 5, it is apparent that there were no net capital violations in the 
interim. 

We also take issue with the NASD’s conclusion that Silverman and 
Franzen not only violated the substantive provisions governing the 
remaining offenses but, in addition, were responsible for a failure of 
supervision with respect to each infraction, With respect to the same 
misconduct one cannot be both a substantive wrongdoer and a deficient 
supervisor.® As noted, Silverman and Franzen do not contest their 
substantive responsibility for the Regulation T, confirmation and rec- 
ord-keeping violations which occurred prior to March 5, 1969. Since 
they cannot be deemed derelict for having failed to supervise them- 
selves, we set aside the findings of supervisory failure with respect to 
them. We affirm the NASD’s findings as to these substantive violations. 

The NASD found that Goodman was responsible for the violations 
of Regulation T, which included 22 infractions in his personal account. 
It also found him responsible for a failure of supervision with respect 
to those violations, the failure to make full disclosure on confirma- 
tions sent to customers in dual agency transactions, and the failure to 
prepare computations of aggregate indebtedness in 1968. We affirm the 
NASD’s finding that Goodman violated Section 1 of Article III with 
respect to the 22 violations of Regulation T in his personal account. 
However, we set aside all other findings of violation by Goodman. The 
record shows, as Goodman contends, that his responsibilities at FSC 
did not include the back office but were limited to the areas of sales and 
trading. 


7 The NASD’s findings of violations based on the failure to maintain the same computa- 
tions of aggregate indebtedness are set aside as duplicative. See L. OC. Fisher Company, Inc., 
45 S.E.C. 300 (1973). 

8 See Capital Securities Co., 43 S.E.C. 758, 759 (1968) ; Paul F. Newton & Company, 45 
S.E.C. 91 (1972). 

®Cf. Anthony J. Amato, 45 S.E.C. 282, 286 (1973). 
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Applicants argue that the sanctions imposed by the NASD are ex- 
cessive. Silverman and Franzen assert, among other things, that back 
office problems were industry-wide in 1968, and that they have already 
suffered severely through adverse publicity and the loss of their invest- 
ments in FSC which went into bankruptcy. Goodman states, among 
other things, that he has lost most of his clientele and been unable to 
secure employment with other firms because of the NASD’s action. 

As noted above, we are remanding these proceedings with respect 
to Silverman and Franzen. The NASD must redetermine the sanctions 
as to them in the light of its conclusions as to the issues remanded and 
our findings on other issues set forth in this opinion, As for Goodman, 
noting the factors cited by him, the fact that this is the first discipli- 
nary proceeding in which he has been involved, and the violations 
found with respect to him that have been set aside, we reduce the fine 
imposed to $500. 

Accordingly, IT IS ORDERED that the proceedings with respect 
to Adolph D. Silverman and Charleen Franzen be, and they hereby are, 
remanded to the Board of Governors of the National Association of 
Securities Dealers, Inc. for further action in accordance with the fore- 
going; and that the sanctions imposed on Paul Goodman be, and they 
hereby are, modified to a fine of $500 and censure. The assessment of 
costs against Goodman is affirmed. 


By the Commission (Senior Commissioner OwEens and Commis- 
sioners Loomis and Evans). 



































IN THE MATTER OF 
SUMMIT EQUITIES CORPORATION 
File No. 38-3644. Promulgated August 28, 1973 
Securities Exchange Act of 1934 


MEMORANDUM OPINION AND ORDER 


I. 





On April 12, 1972, we issued an order permitting the broker-dealer 
registration of Summit Equities Corp. (“applicant”) to become effec- 
tive on an interim basis, pending our determination of the ultimate 
issue whether its registration application should be denied. That 
determination is to be made on the basis of a record developed through 
hearings—scheduled to commence shortly—and appropriate post-hear- 
ing procedures. While permitting applicant to commence operations, 
our order imposed certain conditions. One of these was that if, in pend- 
ing injunctive proceedings before the United States District Court for 
the Southern District of New York with respect to Robert Nagler, 
applicant’s president, and others,’ the Court should enter a permanent 
injunction against Nagler, applicant would have to show cause why it 
was not in the public interest to suspend its registration pending final 
determination of these proceedings. On June 14, 1973, the Court en- 
tered an order of permanent injunction against Nagler and others, 
which is more fully described below. Applicant thereupon filed an 
application, in the form of a joint affidavit by Nagler and Fred Miller, 
its vice-president, for continued effectiveness of its registration. In 
response, our Division of Enforcement filed a memorandum urging us 
to suspend that registration on an interim basis, and applicant filed a 
reply.? 






1§8.EH.0. v. Resch-Cassin & Co., Inc., et al., 71 Civ. 541. 
2Our April 1972 order contemplated that our determination whether applicant’s registra- 
tion should be suspended upon entry of a permanent injunction against Nagler would be 
based on the injunction, the applicant’s petition and the Division’s response, together 
with the record on which that order was based. 


45 §.E.C.—34——_10366 
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II. 


These proceedings had their genesis in an order for proceedings 
under the Securities Exchange Act issued by us on March 28, 1972. 
That order presented the issues whether remedial sanctions should 
be imposed on Kelly Andrews & Bradley, Inc., a registered broker- 
dealer, on certain individuals associated with that firm, including 
Miller who was listed as vice-president in its registration application, 
and on Nagler, and whether registration should be denied to applicant. 
The order recited that Nagler was preliminarily enjoined in March 
1971 from violating net capital, recordkeeping and antifraud provi- 
sions and that Miller was permanently enjoined in February 1972 from’ 
violating those and financial reporting and notification provisions. 
It included allegations by our staff that Kelly Andrews, together with 
or aided and abetted by Miller and others, violated antifraud provi- 
sions of the Exchange Act in connection with a manipulation of the 
market in certain securities and the removal from the firm of securities 
which had been ostensibly subordinatéd, as well as net capital, record- 
keeping and financial reporting and notification provisions of that 
Act. 

The initial issue before us, in light of the injunctions against its two 
principals and Miller’s alleged violations, was whether the public 
interest required postponement of the effective date of applicant’s 
registration pending final determination of the denial issue. Absent 
a determination by us, the registration would have become effective by 
operation of law. Following an expedited hearing which, pursuant to 
Section 15(b) (6) of the Exchange Act, consisted of affidavits and oral 
argument, we entered the order of April 12, 1972. In determining not 
to order postponement, we considered, among other things, that the 
charges against Nagler in the injunctive proceedings which related to 
his conduct while president of Nagler-Weisman & Co., Inc. (“N-W”), 
a broker-dealer which has been adjudicated a bankrupt, were contested 
and were then pending before the Court for final determination. We 
noted that the preliminary injunction did not encompass a manipula- 
tion charged in our complaint.? We also considered Miller’s assertion 
that he was not in fact vice-president of Kelly Andrews but only a 
salesman without supervisory functions and his denial of any partic- 
ipation in or responsibility for that firm’s alleged violations. We stated 
that if the Court should determine to enter a permanent injunction 
against Nagler, we would consider that a further examination of 
applicant’s right to engage in business would be required, and we im- 
posed the condition described above for that purpose. As a further 





3The antifraud aspects of the preliminary injunction pertained to failure to disclose 
impaired financial condition or recordkeeping deficiencies. 
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safeguard for investors, we imposed the additional condition that 
applicant submit monthly net capital computations to our staff. We 
further specified that if at any time it should appear, among other 
things, that applicant was not in compliance with net capital or record- 
keeping requirements or had failed to submit such computation, a 
hearing could be convened on 5 days’ notice to determine whether such 
failure or noncompliance had occurred and whether applicant’s reg- 
istration should be suspended pending final determination.* 


ITT. 


The permanent injunction which has now been entered against 
Nagler, as well as against N—W, the other principal of that firm and its 
trader, reflects findings adverse to the defendants on all aspects of the 
complaint, including the manipulation charge. In a detailed opinion 
the Court concluded that in late 1970 the defendants participated in a 
manipulation of the market price of common stock of Africa, U.S.A. 
Inc., that N—W, aided and abetted by Nagler and his co-principal, vio- 
lated our net capital and recordkeeping requirements, and they vio- 
lated antifraud provisions of the securities laws by failing to disclose 
the above conduct to the public and other brokers. The Court deemed a 
permanent injunction essential to protect the public against a repeti- 
tion of the violations, finding that there was a likelihood that the 
defendants might otherwise continue to engage in violations of the 
securities laws. 

The manipulation occurred in connection with an offering of 150,000 
shares of Africa’s stock on a “best efforts, all or none” basis, through 
another firm as underwriter. Under the terms of the offering, all shares 
had to be sold within 60 days or any funds received would have to be 
refunded to subscribers. According to the Court’s decision, N—-W, which 
was a member of the selling group and shared offices with the under- 
writer, at the latter’s request engaged in trading activity before the 
distribution was completed by which it manipulated the price of the 
stock in the over-the-counter market to levels well above the offering 
price. As a result of N—W’s activities, it accumulated a substantial 
number of Africa’s shares, most of which it sold to the underwriter. 
However, the underwriter was unable to pay approximately $250,000 
of the purchase price, leading to N-W’s prompt collapse. The Court 
further found, among other things, that at least for several days, the 
defendants continued to do business with the public although N-W 
was insolvent. While the Court’s findings indicate that N—W’s trader 


4In May 1972, we instituted administrative proceedings under the Exchange Act against 
N-W, Nagler and others. The allegations of our staff included in the order for proceedings 
are essentially the same as the allegations in the injunctive action. 
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and vice-president were the individuals principally involved in the 
manipulative activities, the Court considered that Nagler, as presi- 
dent of the firm, at least should have known what was going on. 


IV. 


In asking that we permit the interim effectiveness of its registration 
to continue, applicant states that Nagler is appealing from the Court’s 
decision and believes that he will be successful on appeal, and it urges 
that it should be permitted to continue operations at least until the 
appeal has been determined. Applicant further asserts that Nagler’s 
role in N-W was to run the syndicate department, that he did not par- 
ticipate in or have any direct knowledge of the firm’s trading activities 
and had no reason to be concerned about the underwriter’s activities 
or its ability to pay for the stock purchased from N—W;; and that he 
discontinued the firm’s operations as soon as he realized that its capital 
position was in jeopardy. Applicant asserts that although Nagler has 
been a broker-dealer principal since 1960, neither he nor any firm with 
which he was associated has previously been the subject of proceedings 
instituted by this Commission. With respect to the manner in which 
applicant has conducted its business, it is asserted that all possible 
steps have been taken to safeguard customers in the event the firm 
should have financial problems. Applicant states, among other things, 
that it has promptly submitted the required net capital computations 
and related documents to our staff, has maintained a satisfactory capi- 
tal position, clears its transactions through certain large firms or a 
bank, does not hold customers’ securities except for transfer purposes 
or hold customers’ funds after clearance of transactions, deals pri- 
marily in listed securities, and does not make markets in any stocks 
or underwrite new issues. Applicant states that it has handled more 
than $100 million of business and has had no customer complaints. 
Thus, it urges, the public interest would not be adversely affected 
if we permitted it to continue in business pending determination of 
Nagler’s appeal and completion of the administrative proceedings, 
whereas termination of applicant’s business at this point would cause 
severe hardship for those associated with applicant. 


V. 


We have given careful consideration to applicant’s arguments. We 
are fully cognizant of the hardship to which applicant and its prin- 
cipals will be subjected if we now suspend its registration pending 
final determination. The appeal inherent in that argument is, however, 
substantially diluted by the fact that applicant began its business exist- 
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ence with the clear understanding that, if a permanent injunction 
were entered against Nagler, it might have to close its doors. In any 
event, our paramount concern must be the public interest and the pro- 
tection of investors. A Court has found that a firm of which Nagler 
was president engaged in a market manipulation and other serious 
misconduct and has deemed it necessary to enjoin Nagler, together 
with the firm and his former associates, from such misconduct in the 
future. Taken together with the circumstances referred to in our order 
of April 12, 1972, this event, in our judgment, requires a suspension of 
applicant’s registration at this time pending final determination of 
the denial issue, without awaiting the outcome of Nagler’s appeal.® 
We also consider that no purpose would be served by further oral ar- 
gument before us, as requested by applicant. 

Accordingly, IT IS ORDERED that the registration as a broker- 
dealer of Summit Equities Corp. be, and it hereby is, suspended until 
final determination of the remaining issues in these proceedings. 

By the Commission (Chairman Garrett and Commissioners OWENs, 
Loomis, Evans, and SomMEr). 


5 The Division asserts that applicant’s net capital report to it for the month ended 
March 30, 1973 inaccurately reflected two sizable transactions as having been consum- 
mated by payment to the sellers, when in fact payment was not made until April 2, and 
that, because of these transactions, applicant was out of compliance with our net capital 
requirements for several days. Applicant asserts that this matter involved an inadvertent 
minor error. As noted, our earlier order contemplated that issues of this nature would 
be resolved only on the basis of an evidentiary hearing. In view of our disposition of the 


suspension issue, no purpose would be served by ordering a hearing to explore the matters 
raised by the Division. 


246-829 0 - 79 - 23 





IN THE MATTER OF 
IMPERIAL ‘400’ NATIONAL INC., ET AL. 
DEBTORS 


Promulgated August 29, 1973 


‘SUPPLEMENTAL ADVISORY REPORT OF THE SECURITIES AND 
EXCHANGE COMMISSION ON PROPOSED PLANS OF REORGANIZATION 


I. INTRODUCTORY STATEMENT 


Our earlier report dealt with three plans. One was proposed by 
Schiavone Construction Co., Inc. (“Schiavone”), a closely-held firm in 
the construction business. The other two were proposed by Burnham 
& Co., Incorporated (“Burnham”), a New York investment banking 
firm.? 

Schiavone has filed an amended plan, and Burnham has in effect pro- 
posed a new plan. American Realty Trust (“ART”), a real estate in- 
vestment trust, has proposed a plan to acquire Imperial in exchange 
for ART securities. An internal plan has been filed by Continana 
Corporation (“Continana”), a shareholder of Imperial. These four 
plans have been referred to us for examination and report.? 

In this supplemental report we conclude that the plans do not 
satisfy the statutory standards. Each of the plans may be amended 
so as to be fair and equitable and feasible. We indicate in some detail 
the nature of the amendments required in the hope that further delays 
may be avoided. 

II. THE DEBTOR 


Imperial, its financial history and the events which led to the filing 
of debtor’s Chapter X petition were fully described in our original 
report.s A summary is sufficient for present purposes. 


1Jn re Imperial ‘400’ National, Inc., 45 S.E.C. 36 (1972). We concluded that both plans 
proposed by Burnham were unfair and not feasible and that the plan proposed by Schiavone 
was feasible but unfair. 

2The reference was made pursuant to Section 172 of Chapter X (11 U.S.C. § 572), 


which provides in pertinent part that: ‘“. .. Before the approval of any plan.. ., the 

judge may, if the scheduled indebtedness of the debtor does not exceed $3.0C0, 000, and 
shall. if such indebtedness exceeds $3.000,000, submit to the Securities and Exchange Com- 
mission for examination and report the plan or plans which the judge regards as worthy 


of consideration.’’ In this case, the debtor’s scheduled indebtedness is far in excess of 
$3,000,000. 
845 S.E.C. at 37-43. 


45 S.E.C.—CR——313 
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Imperial began in 1959 with the purpose of building and thereafter 
operating a chain of budget motels. By mid-1965 the chain had been 
expanded to 116 motels in 38 states. Its emphasis was on recruiting 
“co-owners” for the motels. 

Imperial and the co-owner would form a partnership to operate the 
motel. Under the partnership agreement the co-owner was obligated 
to reside at the motel and run it. In a few cases additional non-resident 
co-owners were added as limited partners. The resident co-owner is 
the manager of the motel and normally receives 10% of its gross re- 
ceipts.* Rent, operating expenses and mortgage installments are paid 
by the partnership.* Profits and losses are divided between Imperial 
and the co-owner or co-owners in accordance with their respective 
interests in the partnership. 

This co-owner format facilitated Imperial’s rapid growth in two 
ways. The addition of capital from co-owners to its own limited re- 
sources enabled Imperial to develop more mote!s than it otherwise 
would have. More significantly, Imperial made substantial profits on 
its sales to co-owners. Thus for financial reporting purposes such 
transactions created substantial book income at a time that the motels 
themselves tended to be unprofitable. Imperial was inadequately capi- 
talized and financed much of its growth by borrowing. 

Imperial’s growing financial difficulties alarmed the two large com- 
mercial banks on whom it depended. In the spring of 1965 they called 
their loans and applied the money in Imperial’s checking accounts 
against the amounts due them. The banks’ action forced Imperial te 
seek relief under the Bankruptcy Act on June 3, 1965.° 


III. TRUSTEE’S ADMINISTRATION 


Thomas J. O’Neill, Esq., the trustee, disposed of unprofitable motels 
and purchased co-owners’ interests whenever it seemed desirable to 
do so. At May 31, 1973, there were 96 Imperial motels, of which 9 
were owned and operated by franchisees, 29 were wholly-owned by 
Imperial * and 58 were owned by partnerships. 


4The motel’s office expenses are paid out of the 10% of the motel’s gross receipts paid to 
the co-owners. 

5 Each motel is separately mortgaged. 

® Proceedings include Imperial and eight of its affiliates. The affiliates are not material. 

7One of these motels is operated by a third party under a lease arrangement with 
Imperial. 
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The financial results of the trustee’s operations are shown in Table 
I below: 
TABLE I 





Income (Loss) 

Calendar Year Ended December 31 Gross Revenues Before Income 
Taxes & Extraor- 

dinary Items ¢ 


$10, 204, 700 ($84, 333) 
11, 216, 900 71, 821 
12, 227, 400 276, 255 
12, 701, 600 682, 361 
12, 596, 400 896, 478 
11, 965, 300 903, 211 
11, 843, 400 1, 052, 544 





*® Unaudited. 

b Audited. 

¢ Income taxes were insignificant because of a tax loss carry forward. Extraordinary items were also minor 
in all years except 1972. 


The improvement in the trustee’s operations, aside from better per- 
formance, reflects the elimination of uneconomic units from the chain. 


IV. ASSETS, LIABILITIES & CAPITAL STOCK 


Apart from cash and certificates of deposit, Imperial’s assets con- 
sist primarily of its interests in motel properties. Table II summarizes 
the audited consolidated balance sheets, including the partnerships, for 
the calendar years 1970-1972, inclusive. The differences from Table V 
in the previous report (45 S.E.C. at 47) are due to auditor’s changes 
in the preliminary figures then available. 


TABLE II 





December 31— 


1970 1971 





Cash and marketable securities $2, 055 $2, 328 
Notes and accounts receivable (see note 1) 449 544 





Current assets 2, 504 2, 872 
Properties and equipment (see note 2) .-.....-..---...--.------- 23, 414 21, 905 
Less: deferred income on motels in joint ownership (2, 696) (2, 476) 
Deposits and prepayments... 625. ssscsti en ce Se eee a oe 256 251 
Accounts receivable—non current (see note 1) 199 112 
OTEMIIERUION.... oo anc daceccnvecreunnrtcscpepeeeeEre nan enmusemsese 522 479 


Assets 24, 199 23, 143 
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TABLE II—Continued 


December 31— 





1971 1972 











Current accounts payable and accrued expenses - --.------------ 815 
Notes payable (see note 3) 2 457 
Mortgages and contracts payable (see note 4) 10, 022 
Co-owners’ equity in partnerships 2 2, 612 


Obligations not affected by plan 13, 906 
Claims payable 5, 887 
6.6% preferred stock 1,452 shares f 45 145 
Common stock and paid in surplus, less Treasury stock 837,722 

749 
1, 233 


21, 920 
Notes: 
1. Allowances for doub‘ful accts. deducted 255 
2. Accumulated depreciation deducted 16, 679 
Current portion of: 

78 
4, Mortgages and contracts 1, 235 

5. Before provisions for accrual of: 
Interest on claims 2, 901 
Preferred dividends 86 





Ten motels are on land owned directly by Imperial. The land is 


carried at its $1,184,000 cost. Two are on land owned by partnerships. 
The rest are on leased ground. All of the motels are mortgaged,® and 
a portion of the Imperial owned land is separately mortgaged. Most 
of the notes payable are $443,000 of installment notes issued by the 
trustee for the acquisition of co-owners’ interests. At December 31, 
1972, the total unpaid principal balance due on the mortgages and 
to co-owners for the purchase of their interests was approximately 
$10.5 million. All of these obligations are being paid currently. The 
co-owners’ share of the partnership mortgage debt approximated $2.3 
million at the end of 1972. Hence Imperial’s share of the entire mort- 
gage debt (including the trustees’ obligations to co-owners) to be 
assumed by the reorganized company, was $8.2 million at December 
31, 1972. Approximately $1.3 million will be paid in 1973, of which 
over $1 million would apply to Imperial’s share. All four of the plans 
dealt with in this report provide that this mortgage debt is to be left 
unaffected. 

Substantial progress has been made, since the last report, in settling 
and liquidating claims, At June 15, 1973, the pending claims on which 


8 Imperial has acquired the mortgages on two partnership motels in 1973 which remain 
as partnership obligations but as a debt to imperial. The mortgage on another partnership 
motel was paid in full in 1973. 


sReee asf 


: 
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no order had been entered had been reduced to about $390,000. Almost 
all of these remaining claims are the subject of pending settlement 
agreements. The $123,372 for which they are to be settled is covered 
by the $5,887,000 of claim liability shown in the audit.® Minor adjust- 
ments will occur, but do not seem material in amount. 

Total claims and preferred stock are reported in the audit of De- 
cember 31, 1972, at their principal amounts, as shown in Table III. 
We have computed interest and cumulative preferred dividends to 


December 31, 1973. 
TABLE III 


[In thousands] 





Total including 
Principal accruals to 
12/31/73 


$3, 193 
Other general claims a 4,415 
614% subordinated debentures 1,548 
Accrued interest to June 3, 1965 27 


9, 183 
231 


9, 414 








® As explained more fully in our previous report (45 S.E.C. at 46n.42), claims not bearing a contractual rate of 
interests are entitled to the governing legal rate. The legal rate of interest in New Jersey has varied dur- 
ing the course of the proceeding: 


Period Rate Percent 
(percent) Accrual 





June 3, 1965 to June 30, 1968 3 years, 29 days 18. 4767 
July 1, 1968 to April 15, 1970. lyear, 288 days 13.4178 
April 16, 1970 te April 6, 1971 355 days 7. 7808 
April 7, 1971 to Dec. 31, 1973 2 years, 269 days 20. 5274 


8 years, 211 days A 60. 2027 





The debentures and the common stock of Imperial are publicly 


held. 
V. INCOME AND VALUATION 


Audited results for the calendar years 1971 and 1972 are now avail- 
able. They proved to be slightly more favorable in terms of operat- 
ing profits than the preliminary (1971) and the projected (1972) data 
used in our previous report. Table IV summarizes Imperial’s actual 
consolidated income for the years 1970-1972. 


®°The $392,841 of notes payable to Union Bank are also included in the balance sheet 
total, although the trustee is asserting a counterclaim. 
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TABLE IV 
[In thousands] 
1970 1971 1972 
Gross income—88 motels. -- ae Sect eaiat a on eesint eee $11, 666 $11, 606 $11, 824 
Grilles Gieome: 25 273i see ote. set JRA 199 87 102 
RRERE Sone ret ca cen See te ran eoenec ences unereneoneree 11, 865 11, 693 11, 926 
PCR OMELOUINE CLDODOC a8 oo She no op wala saennnedscedueoaseses 8, 017 7, 981 8, 160 
PER nt UCL ODE a5 onto acco ccunaeeh nancecsseusacccnces 908 803 740 
Depreciation—Imperial share *._..-_.........------.----------- 790 793 871 
Depreciation—co-owner share >_.._..........-.-------.--------- 492 404 364 
PRM ret ec tae shoe sus sss coe oer io aes. 10, 207 9, 981 10, 135 
Co-owner profit—pro forma >..._........-.--..-----.-----.----- 368 339 424 
General and administrative expense_....-.....-.-...----------- 302 390 318 
MORE Se Ake aS Sete do as cee uik aan tee caubnacewecons 10, 877 10, 710 10, 877 
Income from: 
Continuing operations before income tax.............-.----- 988 983 1, 049 
Operating loss-discontinued motels, and co-owners’ share on (125) (131) (62) 
interests subsequently acquired .> 
Income from operati ons—actual-_--.........---.---.------- 863 852 987 
Gli Orr Sa hess eos tescrt ete 0a oro sea ent aed 42 60 242 
Interest on trustee’s investmoents._..-- .............-.......2- se 32 51 66 
SOE Ne ROI NEE: Yu chro ote. oe a eeen ces tek oe cence (51) (96) (16) 
Income tax—actual--...........-..--.-----2. Ribiassvaeds elettho (29) (27) (21) 
REC SEEICREG Oc Set Bi ok ns ene eo aso a Bae iowa paenige sina ceapae ee een 14 
Net income—per audit..._........222---2 2-2 eee 857 840 1, 272 





® After offsetting the amortization of the write-up of fractional interests retained in motels against the 
related depreciation charge. This item appeared as a separate figure in previous Tables IV and VI. 

b The audit reports for 1971 and 1972, unlike the previous audits, distinguish, in the statement of source 
and application of funds, between the depreciation and profit components of the co-owners’ share. For 1970, 
these figures have been computed, motel by motel, from the trustee’s annual schedules of motel operations, 
as have the losses on discontinued motels and the income on interests acquired. 

¢ The auditors’ computations of hypothetical tax effects have been ignored, since they offset. The $14,000 
was charged directly to earned surplus, as a reduction of $35,000 in excess interest recovered. 


Table IV, which revises Tables IV and VI in our previous report 
(45 S.E.C. at 44, 54), has been recast to conform more closely to the 
classifications used by the auditors. It also shows more specifically 
the pro forma changes in Imperial’s income arising from the trustee’s 
disposition of unprofitable motels and his purchases of co-owners’ 
interests as though they had occurred before January 1, 1970." 

As thus adjusted, Table IV shows income, before taxes but after 
interest, from continuing operations in the 88 motels that have been 
in the estate in the three years 1970-72. Such income was $988,000 in 





10 Proposals by Imperial to acquire three co-owners’ interests were announced in 1973 and 
further changes may occur. No adjustments have been made for such changes after the 
close of the valuation record. A further increase in pro forma income would result from 
such adjustments, but not large enough to be of critical significance. 
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1970; $983,000 in 1971; and $1,049,000 in 1972. They do not differ 
significantly from the forecast used in our previous report. We there- 
fore see no need to alter the projected after-tax income of $530,000 
on which our valuation was based. 

In the previous report we concluded, based on preliminary 1971 
figures, that Imperial had $600,000 in cash more than required for 
administrative expenses and future working capital and, as such, rep- 
resented additional value of the estate. A year has passed and the ear- 
liest date for consummation of the reorganization is now the end of 
1973. Substantial additional unpaid administrative costs have accrued. 

The cash balance at the end of 1972 was $2.6 million rather than 
the $2.3 million at the end of the previous year. Imperial’s share of 
pre-tax (after interest) income in 1973 should be about $1 million. 
The depreciation allowance, including the co-owners’ share, should 
provide another $1.2 million. From this must be deducted mortgage 
principal payments of $1.8 million, including also the co-owners’ share, 
and $234,000 of capital improvements estimated to be required in 
1973. Net cash availability, before administrative costs and income 
taxes, would thus be about $3.2 million at the end of 1973. 

The open questions as to the amount of unpaid administrative costs 
and the extent to which 1973 income may be taxable preclude an ac- 
curate, current computation of excess cash. The record suggests that 
our prior estimate was on the low side. The amount involved, how- 
ever, would not be of great magnitude in the context of more im- 
portant valuation factors, so we continue to rely on our previous 
conclusion as to Imperial’s total value of $20.5 million. 

To avoid misunderstanding, it should be pointed out that the trust- 
ee’s capital transactions, subsequent to the close of the valuation rec- 
ord, will reduce the amount of money actually in the bank at the end 
of 1973. But while the purchase of further co-owner interests and the 
accelerated payment of mortgages and similar transactions will re- 
duce cash balances, the cash spent is replaced by the assets thus 
acquired. 


VI. THE PROPOSED PLANS OF REORGANIZATION 
1. The Schiavone Plan 


This amended plan is proposed jointly by Schiavone, the trustee 
and the co-owners’ committee. It would create a holding company to 


1 The 1971 audit reported that Imperial’s remaining net operating loss carry forward 
was only $150,000, which required provision for income tax payments in 1972 and subse- 
quent years, It now appears that allowance had not heretofore been made for the deduction 
of accruing interest on unsecured claims. The manner in which this deduction may be 
applied is still subject to some uncertainties. But the 1972 audit states that no tax 
liability was incurred in 1972 and that substantial deductions, including operating loss 
carry forwards and investment tax credits, are available to reduce the 1973 liability. 
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own all of the stock of reorganized Imperial and of Schiavone. The 
holding company would issue $1.5 million of 5-year, 5% subordinated 
debentures; 2.9 million shares of common stock, and 100,000 warrants 
to purchase common stock at $10 a share. It also offers co-owners of 
Imperial motels rights to purchase another 54,300 shares of its com- 
mon stock at $10 a share. The time within which such rights must be 
exercised is not specified. 

The debentures may be tendered at the holder’s option during the 
first six months after issuance for cash redemption at principal 
amount. If not so redeemed, the debentures will be convertible during 
their 5-year term into holding company stock at $20 a share. 

All of the debentures and all of the 100,000 warrants are to be 
distributed to Imperial creditors. Of the 2.9 million common shares 
to be issued and outstanding, Schiavone shareholders will receive 
2,580,000 shares (87.2%) in exchange for all of Schiavone’s outstand- 
ing stock, and Imperial’s unsecured creditors and stockholders would 
receive 370,000 shares (12.8%), to be divided among them in such 
proportion as the court may determine. 

The initial board of directors will have seven members consisting 
of the chairman of the co-owners’ committee, a director to be desig- 
nated by the creditors’ committee, and five directors to be designated 
by Schiavone. 


2. The ART Plan 


ART, a real estate investment trust, whose shares are listed on the 
American Stock Exchange, proposes to acquire Imperial. In order to 
retain its status under the Internal Revenue Code ART also proposes 
to enter into a lease arrangement with Westfield Realty, Inc., which 
will assume ART’s responsibilities to operate the motels.?” 

The ART plan provides for the issuance of its debentures and stock 
in exchange for claims against and shares of Imperial as follows: 

a. Unsecured creditors may elect to receive in exchange for the 
amount of their claims, including interest, either (i) 6624% in 
cash or (ii) 100% in a new series of 15-year 614% subordinated 
convertible debentures of ART. Preferred shareholders would re- 
ceive the same treatment as unsecured creditors. The debentures 
would be convertible for five years after issuance into ART com- 
mon shares.** An annual sinking fund of 5% would commence 

12 Internal Revenue Code Section 856 and the regulations thereunder sharply limit the 
permitted activities of a real estate investment trust. ART cannot carry on Imperial’s 
business and retain the special tax status it presently enjoys. 

183The conversion price will be 110% of the “average price’ of ART’s common stock on 
the American Stock Exchange during the week preceding confirmation. In another section 
of the plan, dealing with another subject, the average is better defined as the average 


closing price. We assume the same definition is intended with respect to the conversion 
right, and the plan should be clarified accordingly. 
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one year after the debentures are issued, which may be satisfied 
by conversions or redemptions. 

b. Common stockholders of Imperial would receive ART shares 
at the rate of $2 in market value for each share of Imperial. The 
shares to be issued will be valued by the average closing price of 
ART on the American Stock Exchange during the 30-day period 
ending five days before confirmation of its plan. Based on the ap- 
proximate price for ART shares over a considerable period of 
time at about $10 a share, this formula would yield approximately 
167,544 ART shares for the 837,722 shares of Imperial outstand- 
ing. The plan authorizes the court to fix the number of ART 
shares to be issued at 165,000 for the outstanding common stock 
of Imperial, if it finds this fixed amount to be “more equitable”. 


8. The Continana Plan 


Continana, a shareholder of Imperial, has proposed a plan which 
does not contemplate any outside participation. Approximately 3.6 
million shares of common stock are to be issued in exchange for pres- 
ent claims and interests of unsecured creditors and shareholders, rep- 
resenting a value of approximately $3.42 per share, based on the $12.3 
million value for the equity recommended in the Commission’s pre- 
vious report. These shares are to be divided as follows: 

a. Unsecured creditors will receive one share in exchange for 
each $3.40 of claims, including interest, or about 63% of the total 
issue ; 

b. Subordinated debenture holders will receive one share in ex- 
change for each $3.425 of claim, including interest, or about 12% 
of the total issue; 

c. Preferred stockholders will receive one share in exchange for 
each $3.45 of par value and accumulated dividends or about 19 
of the total issue; 

d. Common stockholders would retain their present shares which 
would be the equivalent of an exchange at $3.66 per share, about 
24% of the total issue. 

The plan provides for the nomination of the initial board of direc- 
tors by the proponent after consultation with creditors, stockholders 
and other interested parties. Such nominations will be subject to the 
court’s approval. 


4. The Burnham Plan 


Burnham has assembled a group (“Burnham group”), which offers 
to invest in reorganized Imperial. Its plan provides that 1 million 
shares of common stock will be issued and outstanding. Of these shares, 
750,000 shares are to be distributed among Imperial’s unsecured credi- 
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tors and shareholders in such proportion as the court may determine. 
The Burnham Group will receive 250,000 shares, nontransferable for 
three years from issuance, for its investment of $1 million. 

Unsecured creditors are to receive a pro rata cash distribution of a 
$3 million fund (approximately one-third of the principal and ac- 
crued interest) plus the portion of the 750,000 new common shares to 
which the court may find them to be entitled. The balance of the 750,000 
shares would be distributed to the preferred and common shareholders 
of Imperial. 

The $3 million is to be provided by a new $2 million loan for a term 
of not less than five years at an interest rate of not more than 3% over 
prime and the $1 million price to be paid by the Burnham Group for 
25% of the new stock. The principal of the 5-year loan is to be paid at 
the rate of $200,000 a year in the second to fifth years, with a $1.2 mil- 
lion balloon payment at the end of the fifth year. 

Unless the shares of the reorganized company trade at a price of 
more than $7 per share for ten consecutive days *‘ during the first three 
years after consummation, unsecured creditors who receive such stock 
are given the right, at the end of the 3-year period, to require redemp- 
tion of such shares at $7 per share. The Burnham Group undertakes to 
lend the reorganized company 50% of the amount necessary to effect 
such redemption, but not more than $2,625,000 on the same terms as 
the initial $2 million loan. The plan does not specify the source of the 
balance required for such redemption. 

The Burnham Group will be entitled to elect four of the reorganized 
company’s six directors during the first four years following issuance 
of that common stock. In the event of liquidation during the first three 
years after issuance of the 250,000 shares, the Burnham Group is not 
to receive an amount greater than its purchase price. 


VII. FAIRNESS AND EQUITY AND FEASIBILITY 


Our previous report discussed the principles governing the deter- 
mination of the fairness and equity of a plan (45 S.E.C. at 50-52). 
One common question not dealt with before which requires separate 
consideration is the status of the subordinated debentures of Imperial. 
Briefs filed on the related question of classifying the debentures for 
purposes of voting on a plan disclosed some controversy on the legal 
effect of such subordination provisions in a Chapter X proceeding and 
on the interpretation of the particular indenture involved here. 

Among Imperial’s obligations are $994,000 principal amount of 
614% convertible subordinated debentures sold to the public in Janu- 


14 We assume that proponent means to exclude non-trading days from the requirement 
that the days be consecutive. 
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ary 1964. These debentures are subordinated to “Senior Indebtedness” 
as defined in the indenture. 


1. Fairness and Feasibility as Applied to Subordination Agreements 

The manner of applying a subordination agreement in bankruptcy 
is well settled. Debt instruments like those here, subordinated only to 
particular obligations, create three groups of creditors: the senior 
group who are beneficiaries of the subordination; the junior group, 
which is affected by subordination; and the other creditors, whose 
rights are not affected.*® 

A two-step computation is necessary to determine the interests of 
these creditor groups. In the first step the proposed distribution is 
apportioned among all creditors pro rata. This fixes the interest of 
the group not a party to the subordination as well as the initia] alloca- 
tion for the senior and subordinated classes. The second step real- 
locates from the subordinated class to the senior class as much as is 
required to obtain for the latter the full equivalent in value of its 
claims. The subordination agreement thus creates a substantial ad- 
vantage for the senior creditor in case of insolvency.?’ Absent the 
agreement, both senior and subordinated creditors would share in the 
distribution pro rata and bear the losses in like proportion. 

The subordination agreement serves no such function when, as in 
the pending proceeding, the debtor is solvent. In case of solvency, 
which means that there is an equity for stockholders, the senior creditor 
does not need the subordination agreement to assure him full satisfac- 
tion of his claim. As there is enough in value to provide fairly for all, 
the absence of a subordination agreement will not give him less than 
the equitable equivalent of his claim, and by interposing such agree- 
ment he cannot get more at the expense of the other creditors or the 
stockholders. To exact more would violate the “fair and equitable” 
standard that Chapter X prescribes.?® 

Subordination covenants pose special problems when the indenture 
includes provisions that would dictate the capita] structure of the re- 
organized debtor insofar as it relates to the senior and subordinated 
creditors. Such, for example, is the express intent of subsections (iii) 
(x) and (y) of Section 3.02 of Imperial’s indenture, which requires 
that in reorganization any securities, including stock, to be issued under 


15 Subordination to all other debt merely creates a full priority for the unsubordinated 
debt. In re Aktiebolaget Kreuger ¢ Toll, 96 F. 2d 768 (C.A. 2, 1988) ; Bank of America v. 
Erickson, 117 F. 2d 796 (C.A,. 9, 1941). 

16 In re Associated Gas & Electric Co., 53 F. Supp. 107, 113-14 (S.D.N.Y., 1943). This 
phase of the decision was affirmed, Elias v. Clarke, 143 F. 2d 640, 647 (C.A. 2, 1944), cert. 
den. 323 U.S. 778 (1944); Bird & Sons Sales Corp. v. Tobin, 78 F. 2d 371 (C.A. 8, 1935). 

17 See Yuba Consolidated Industries, Inc., 42 S.E.C. 591, 593, 608-09 (1965). 

18 Protective Committee, etc., v. Anderson, 390 U.S. 414, 445-454 (1968) ; Knight v. 
Wertheim, 158 F. 2d 838, 843 (C.A. 2, 1946). 
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the plan in exchange for the subordinated debentures shall remain 
junior or subordinated in all respects to any securities to be distrib- 
uted to senior creditors. Provisions of this character and others even 
more far-reaching *?® are not uncommon features in subordination 
agreements, but in our judgement they are not consistent with the 
purposes of Chapter X, and as such they should not be enforced in a 
proceeding thereunder. 

A Chapter X proceeding is directed toward the reorganization of a 
financially distressed debtor by adjusting outstanding debt, the burden 
of which forced the debtor into Chapter X. To that end Section 216 (1) 
directs that the plan shall include provisions modifying or altering 
the rights of creditors generally or some class of them, secured or un- 
secured, “either through the issuance of new securities of any character 
or otherwise.” Section 216(12)(b)(1) further directs that the plan 
provide for inclusion in the charter of the reorganized debtor or its 
corporate successor “provisions which are fair and equitable and in 
accordance with sound business and accounting; practice, with respect 
to the terms, positions, rights, and privileges of the several classes of 
securities” of the debtor or of such corporation. Subparagraph (b) of 
Section 216(12) goes on to specify such terms and rights but “without 
limiting the generality of the foregoing.” 

Payment in cash, except possibly in part or for a particular class, is 
rare. In the more typical case, as the provisions of Section 216 in- 
dicate, the plan provides for adjustment of some or all debt obligations 
by the issuance of new securities, debt and equity, or under particular 
circumstances even all equity securities. What these new securities 
shall or may be, the amounts thereof, and their terms, position and 
rights are governed by the necessity that the reorganized debtor be 
prudently capitalized in light of prospective earnings and the value 
of the reorganized enterprise. These essential determinations are made 
by the court on the basis of the facts and requirements in each partic- 
ular case. If, as to a particular plan, the court determines that the 
essential requirements of fairness and feasibility are satisfied, a dis- 
senter is privileged to vote against the plan, but he cannot urge that 
the court is not authorized to approve it because some or many years 
ago creditors inter se or with the debtor made a covenant that the 
plan of reorganization shall take a different format and direction. To 
the extent that an indenture or other agreement stipulates otherwise, 


19 Section 3.02 (iii) of Imperial’s indenture appears to contemplate that the securities 
issuable for the subordinated debentures shall either be held in trust or otherwise re- 
stricted, as provided in subsections (x) and (y), so that distributions thereon after re- 
organization may be applied to the payment of the senior indebtedness, or the new 
securities issued therefor, until all senior indebtedness shall have been paid in full. 
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such stipulation cannot be honored or enforced because it is contrary to 
the basic function of Chapter X.”° 

Chapter X was adopted to override, under the bankruptcy power, 
explicit and unequivocal contractual obligations contained, inter alia, 
in mortgage bond indentures and pledge agreements. A subordination 
agreement is no different in these respects. But it does not create an 
independent debt obligation of the subordinated creditor to the senior 
creditor. Its essential purpose is to give the senior creditor a special or 
prior right to distributions from the estate, and within this context it 
is consistent with Chapter X. 

As we have noted, subordination yields substantial advantages for 
the senior creditor in the event of insolvency. But even in case of 
solvency, though he cannot get more than the fair equivalent of his 
claim, the senior creditor may benefit from the subordination. If, as 
here, the plan provides for distribution of cash and securities, the 
senior creditor is entitled to the cash initially allocated to the sub- 
ordinated creditor and remits for the latter’s benefit an amount of secu- 
rities equal in value as determined for reorganization purposes. The 
net result is that the senior creditor receives more in cash and the 
subordinated creditor more in securities, but in total distribution 
each receives no more than the equitable equivalent of his claim. In 
that situation the advantage to the senior creditor is not so much one 
of rank as a reallocation of risks.”? 


2. The Amended Schiavone Plan 

In our original advisory report the Schiavone plan was found unfair 
because it allocated only 12.8% of the shares of the new holding com- 
pany to the Imperial interests. We then concluded, based upon the 
valuation evidence then in the record, that Imperial’s equity contri- 
bution would be 24.1%. The District Judge has subsequently found 
that the value of Imperial’s contribution was $10.7 million rather 
than $12.3 million on which our conclusion as to fairness was based. 

Schiavone’s plan as amended adds $1.5 million for distribution to 
Imperial’s unsecured creditors. This addition is in the form of 5% 
convertible debentures which the creditors may convert into cash by 
tendering the debentures at any time within six months aftersissuance. 


20 Cf. Section 212 of Chapter X (11 U.S.C. 612), which provides the judge ‘“‘may restrain 
the exercise of any power” in a trust indenture, deed of trust, or other agreement ‘‘which 
he finds to be unfair or inconsistent with public policy. ... .”” The words “public policy,” 
though not specifically defined, surely include the underlying policy of Chapter X. 

We note that Section 17.07 of Imperial’s indenture provides that if one or more pro- 
visions of the indenture are declared invalid, illegal or unenforceable, that does not affect 
any other of its provisions. 

21 The same result may occur even in case of insolvency when, for example, the subordi- 
nated creditor claims are large and the claims of senior creditors are small, so that part 
or all of the cash may be sufficient to satisfy in full the claims of the senior creditors. 

22 We read the debenture indenture as a subordination only to “money borrowed.” The 
allocations developed hereafter in this report are based on that interpretation. 
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We consider the debentures as the equivalent of cash at principal 
amount. Schiavone has also presented 1972 financial data as to its 
operations which, it contends, requires the assignment of a substan- 
tially higher value to its contribution to the new holding company 
than we recognized. Schiavone, accordingly, argues that $1.5 million 
in debentures plus 12.8% of the stock of the holding company is fair 
and equitable to the Imperial interests. 

Table V which follows summarizes the audited balance sheets of 
Schiavone and Imperial separately and combined. 


TABLE V 
[In thousands] 





Schiavone and affiliates, Imperial, 
September 30— Dec. 31, Combined 


1972 1972 
1971 1972 





Cash and marketable securities $7, 984 $2, 599 $10, 583 
Accounts reservable 17,510 28, 449 529 28, 978 
Inventories 1,110 We aa ee 2, 196 
ER PIMUIORIEEUONIG MORGUE 5250S 2 8 a a 2, 762 1, 648 & 222 1,870 


Current assets - -__- 7 40, 277 3, 350 43, 627 
Equipment—net 5 4, 306 
Motels, land and equipment—net 18, 022 18, 022 
Real estate held for investment._._----------.---- | esters 3,020 
Other assets 97 
Organization 436 


Assets 48, 496 21, 920 
Payables and accruals 12, 376 
Taxes on income—current > 
Notes and mortgages—current portion 
Allowances 
5% convertible debentures (new) °¢ 





MeMMEOEIE HMENILIGION ooo os at 16, 628 23, 733 
Mortgages payable—long term -.___._._--._.------ 444 407 
Deferred income taxes > 1,615 3, 409 
Billings in excess of costs 4 2, 428 3, 332 





Undisturbed liabilities 21,115 2,79 43, 675 
Co-owners equity : 2, 612 
Stockholders equity.........-.-.--..-.-----.---... : 5 24, 129 





70, 416 





® At cost—valued at $4 million. See Advisory Report, 45 S.E.C. at 59-60. 

b Schiavone pays taxes on the completed contract method. Deferred income taxes aggregate $10,729,000, 
which are not expected to be payable until after 1973. The auditors nevertheless classify $7.3 million of this 
sum as a current liability because of its relationship to current receivables. 

¢ We classify the proposed $1.5 million of new debentures as a current liability because the recipients 
can cash them at par within six months after issue. 

4 Progress billings have exceeded income computed on the percentage of completion method by these 
sums. 

© Consists of $129,000 of par and paid in capital, plus retained earnings. Under the plan, the entire equity 
would be capital for the new holding company. 

t Actual capitalization replaced by securities to be issued under Schiavone plan. 

& Prepayments and deposits reclassified as current assets. 
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Table VI below summarizes the audited income statements of 
Schiavone for the fiscal years 1968-72, inclusive. 


TABLE VI 
[Dollars in thousands] 


Fiscal Year Ended September 30 Construction Cost of Percent of Costs Net Income After 
Revenues Construction to Revenues Income Taxes 


$22, 749 $19, 813 87.1 $1, 428 
27, 296 21, 555 79.0 2, 762 
37, 308 30, 836 82.6 2, 393 
49, 328 40, 872 82.9 2, 917 
67, 822 53, 795 79.3 5, 202 


® Based on percentage of completion method. 


The audited figures show the following annual trend in revenues 
and net income as a percentage of the previous year. 


TABLE VII 


[In percent] 
1969 1970 1971 


Construction revenues 136.7 132.2 
Net income 86.6 121.9 


At the hearing on the plan Schiavone presented a schedule of $233 
million of outstanding contracts, of which $107 million was from the 
New Jersey Department of Transportation; $31.4 million from the 
New Jersey Highway Authority, and $26.5 million from the New Jer- 
sey Turnpike Authority. Although about 70% of the business is with 
these three agencies, the testimony and the contract schedule indicate 
that a substantial volume of work has been obtained in Long Island, 
New York, and that significant jobs have also been obtained from 
business enterprises. Schiavone states that it is capable of handling 
varied projects and is diversifying its activites. It believes the level of 
construction activity in its area will remain high and that it is favor- 
ably placed to compete for an increasing share of the market. 

Net income reported by Schiavone is particularly sensitive to the cost 
percentage applied to the work done. In fiscal 1969 Schiavone reported 
a cost factor of only 79% and a 9314% increase in net income. In the 
two subsequent years, costs went back to the 8214-83% range and net 
income leveled off. Consequently, some skepticism is required as to the 
continuity of the 1972 income level which also dropped costs to 79.3% 
and increased income 78.4% above the previous year. 
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In 1972 an exceptional number of contracts were completed. Under 
the percentage of completion method of accounting, an adjustment of 
costs from estimated to actual is made when a contract is completed, 
and the testimony was that the 1972 contract completions turned out to 
be more profitable than had been estimated. This eliminates the ques- 
tions raised in our previous report as to the recomputed income figures 
prepared for the prior court hearing, but at the same time it ex- 
plains the abnormality of the 1972 costs and net income. The 78.4% 
increase in net income in 1972 does not seem to be entirely a matter 
of increased efficiency. It reflects correction of over-estimates of costs 
in prior years. This confirms our view that the percentage of com- 
pletion method of accounting is based on elaborate estimating pro- 
cedures which are dependent on managerial judgments. 

Schiavone and Touche Ross & Co., its auditors, were examined at 
length, and the auditors left no doubt as to the extent of their verifi- 
cation and the firmness of their opinion that the financial statements 
were properly prepared. But 1972 income is significant here only as a 
guide to estimates of future earnings. For analytical purposes we 
think that an upward adjustment of costs to a level closer to their 
historical norm is appropriate. Three percent (3%) more would re- 
store the cost ratio to 82.3% and after adjustment for taxes would re- 
duce net income by about $1 million, leaving net income at $4.2 million 
on a construction volume of $68 million. 

This adjustment of reported 1972 net income does not imply that 
higher earnings cannot be reasonably expected in the future. Schi- 
avone’s executive vice president testified that $65,399,000 of work 
would be done on existing contracts in fiscal 1973 and produce an after- 
tax profit of $4,270,000. He stated that undoubtedly fiscal 1973 would 
also include a substantial volume of work on new contracts which 
would produce additional profits and that he would expect 1973 earn- 
ings to exceed the $5.2 million reported in 1972.” 

It would not be realistic to assume that Schiavone will continue to 
grow at the rate of 135% per annum indefinitely. But the record sub- 
stantiates that, absent unforseeable developments, such growth will 
occur in 1973, and that should be the normal result of a higher con- 
struction volume in 1973. Consequently, we accept $5.2 million as 
Schiavone’s after-tax net income for purposes of testing the fairness 
of the plan, to which we add Imperial’s pro forma after-tax income of 
$530,000. We round off the total to $5.7 million to allow roughly for 
the expenses of the new holding company. 


Mr. Schiavone testified, after reviewing major construction work in the area, that he 
would expect to bid on $600 million of contracts in 1973 and be the successful bidder on 
about $100 million. 


246-829 0 - 79 = 24 
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In valuing Schiavone our previous report applied a multiplier of 
12 to Schiavone’s earnings of $2.9 million. Schiavone had offered no 
evidence as to future earnings at the prior plan hearing. We used its 
last and highest annual income as the only base available for testing 
the fairness of its offer. But this does not mean that a multiplier of 12 
is necessarily applicable to 1972 earnings of $5.2 million. The use of 
a multiplier implies assumptions about the continuity and rate of 
growth of earnings into the foreseeable future. 

The evidence now in the record would support a conclusion that a 
$5.2 million earnings level is within Schiavone’s capabilities, This is 
not a prediction that Schiavone will, in fact, continue to enjoy its high 
level of profitability. It seems to be based on exceptional skill in a 
highly specialized and competitive market. Prospective net income of 
a construction company does not have the kind of statistical regularity 
as income from a motel chain. Nevertheless, it would be perverse to 
devalue Schiavone because its record of success has been exceptionally 
good. The possibilities of unfavorable developments are matched by 
possibilities of further growth. 

Since the filing of our original advisory report, additional testimony 
and exhibits relating to the choice of an appropriate multiple to be 
applied to Schiavone’s earnings were introduced by Schiavone and an- 
other proponent. Walter Taradash, a partner of Ingalls & Snyder, a 
New York Stock Exchange member firm, who is a financial consultant 
for mergers and acquisitions, has been Schiavone’s financial adviser 
for more than six years. He prepared an exhibit reflecting the price/ 
earnings (“P/E”) ratios of 11 representative construction companies. 
The exhibit shows an average P/E ratio of about 18 for these com- 
panies for certain periods in 1971 and 1972. Mr. Taradash concluded 
that a multiple of over 14 should be utilized in the valuation of 
Schiavone. He did not take a position as to how much above 14 would 
be appropriate. 

Stuart Beringer, a senior vice president of W. E. Hutton & Com- 
pany, a New York Stock Exchange member firm, who specializes in 
public underwritings and mergers and acquisitions, was retained by 
ART to value Schiavone. The exhibit he preparéd reflected the P/E 
ratios of eight construction companies. He found an average P/E 
ratio of 10.5 for a 12-month period ended January 11, 1973, and con- 
cluded that an 8.8 multiple should be utilized in the valuation of 
Schiavone. 

Table VIII lists the companies selected by the two experts and the 
companies in our previous report, showing their classification from 
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the Directory of Companies Filing Annual Reports with this Com- 
mission, and the P/E ratios: 


TABLE VIII 


[In thousands] 





Beringer Taradash Advisory Report 
ART (Schiavone) (45 S.E.C. at 62) 
Year 1972 Jan.-Aug. 1972 Jan.-—May 1972 








Heavy Construction 





oe Seale ere nus keaclackewacs 12.0 BOD snicncacknecteseee 
Morrison Knudeen, Inc. ..%..... 2.552 eccsceccecc 9.9 10. 21 10 
POOMOEG So. MAOMOO, INC .2 eC k oki ccescccecekecds 9S 5 285s sie 
PEE SUE TEER, Eon ooo es ctnaanansensosoeecee 21. 33 21 
PERPEEE A HURON oo nas was Dic dl daatcuclascsesenscsnesease 12.6 11 
J. Ray McDermott & Co., Inc ee ee SS 
eens PENNS 6 RIOPEE (OG. ono nos So Se es cone ne st ee 10 
TS PU tat eso Gs cepa omas pekasaubhenk Bands nieane drcukadiamsddckacsiesonastakodeaeht 
Other 
ese CF Meee a CO... ooo. coe canoe I ed Sa iets ee ee mae 
i Pn SOM on cca cccsnetateuase Be ee end Saneerer eb ease aaadere eee 


Turner Construction Co.*_-__. 9 
RR tlt db aausnnen esas susaticoe 
Hapiel Irernational Corp.* . ..< 5 ics iss occcsdccecscecccecec cate ss 








Del. Webb Com.¢s.. 5.5.2... 17.3 
On ee ska ieceaamanee 
er Tre. oo nok bonatecdbdannoaneuwainacsduas 
McDowell Enterprises, Inc.¢_...........-...---- 8.3 
INE Bee ese se i ie 10.5 18.1 13.0 





*General building contractors. 
2 Real estate development. 
> Special trade contractors 
¢ Special industry machinery. 


The choice of companies always raises a question of comparability, 
especially in an industry as diverse as the construction business. We 
excluded J. Ray McDermott & Company, Inc., for example, because, as 
a result of its oil and gas related activities, its high multiple of 50 has 
no relevance whatsoever to the value of Schiavone. We, unlike the two 
expert witnesses, did not consider companies not classified as heavy 
construction companies. 

Our previous discussion indicates that the holding company wil 
derive 91% of its net income from construction and 9% from motel 
operations. Mr. Taradash, testifying for Schiavone, expressed the 
opinion that, “the existence of a motel business within the Schiavone 
holding company would possibly raise the multiple an additional 10 
per cent”. He declined to specify the multiple which the earnings of 
the holding company should command. On the other hand, Mr. Ber- 
inger for ART asserted that a construction company multiple should 
be applied to the earnings of the holding company because of Im- 
perial’s small contribution to its total earnings. 
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The suggested multipliers in the record for the shares of the holding 
company are 8.8 and more than 15.4 submitted by the ART and 
Schiavone’s experts, respectively. We continue to recommend a multi- 
plier of 12. Table IX shows comparative values based upoa the 
proposed multipliers. 

TABLE IX 
(In millions] 
Combined earnings 


Multiplier 


Capitalized earnings 
Value of excess real estate 


Total value of holding company stock 
Per share (2,900,000 shares) 
Issue of additional shares + 


Fully diluted 


Per share (3,054,300 shares) 2 





2 See following table: 


Shares 


Original issue 
Warrants. 


1, 543, 000 


In the foregoing table we have assumed that the proposed debentures 
will be redeemed rather than converted. The contrary assumption 
would reduce per share value, at a 12 multiplier, by 10 cents but have 
a negligible effect on further computations. On that assumption the 
table indicates the total value of the holding-company stock before 
dilution and as fully diluted. The fully diluted value is the significant 
one since the exercise price of warrants and rights is substantially less 
than the value of the shares. 

The two remaining principal questions relate to the fairness of the 
offer to Imperial’s creditors and stockholders and the fair allocation 
among them. We shall first consider the proposal in the plan to issue 
warrants and debentures. 

The Schiavone plan offers to Imperial creditors 100,000 warrants 
to purchase that number of holding-company shares at $10 a share. 
On the basis of the value recommended by us, the creditors of Imperial 
are offered $2.4 million worth of stock (or $3 million worth using the 
multiplier presented by Schiavone’s witness) for $1 million in cash, 
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or a net value of at least $1.4 million. We assume, although the plan 
does not so state, that the warrants are intended as $1.4 million in par- 
tial payment of the Imperial creditors’ claims. 

For Reorganization purposes, the investment value of securities is 
based on forecast of a level of earnings in the light of such factors as 
may reasonably be foreseen. The earnings forecast is not a prediction 
as to the actual earnings in any particular year. Actual earnings in any 
given year, like those of any other business enterprise, will be subject 
to short-term and cyclical fluctuations. In no event does such invest- 
ment value purport to predict price movements in the securities mar- 
kets, which are also influenced by transitory factors, the nature and 
magnitude of which cannot be foreseen. A warrant, on the contrary, 
as we said in our previous report (45 S.E.C. at 57) is a highly specu- 
lative security. It does not give its holder any present interest in the 
reorganized company. It has no voting power or any right to partici- 
pate in dividends or earnings. The value of the warrant depends 
predominantly on market factors and is particularly sensitive to mar- 
ket fluctuations in the underlying security.** 

In Chapter X a warrant is not an appropriate instrument to impose 
upon a debtor undergoing reorganization.”> Nor are the warrants an 
acceptable currency for the purchase of a company in reorganization. 
Accordingly, creditors of Imperial cannot be required to surrender 
$1.4: million of claims representing a present interest in Imperial, fully 
covered by its value, in exchange for such an instrument. 

Our criticism of the warrants as a means for paying creditors does 
not imply that they do not represent a real cost to Schiavone. Based 
upon our valuation Schiavone’s offer amounts to about $12 million as 
follows: 


BE SIPEEEEG RUNGE =: COCEE SIN) ee ed ee ee ener ee Be ee $1, 500, 000 
370,000 shares at $24.19 8, 950, 000 
100,000 warrants at $14.19 (after deduction of $10 exercise price)_-. 1, 419, 000 


Total 11, 869, 000 


If the new company is as successful as the proponent believes, the 
proponent, as 85% stockholder of the holding company, will suffer 
most of the projected dilution when these warrants are issued or exer- 
cised. It makes no difference to Schiavone whether these warrants are 


% See Niagara Hudson Power Corp. v. Leventritt, 340 U.S. 336, 346-7 (1951) for a dis- 
cussion of the characteristics of warrants in the context of reorganization under the 
Public Utility Holding Company Act of 1935. 

3 See Child Company, 24 S.E.C. 85, 120-22 (1946) ; Selected Investments Corporation, 
39 S.E.C. 37, 55-56; (1959). 

When warrants are already outstanding, the rights of their holders are valued in re- 
organization by the relation of the investment value of the underlying security to the 
exercise price. The market history of the warrants is not relevant. Niagara Hudson Power 
Corp., supra, at 345-7. 
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held by Imperial creditors or shareholders, or by those who specialize 
in this type of security. 

In our previous discussion we assumed that the plen offers the war- 
rants to satisfy the claims of creditors. But if the plan is interpreted 
as intending to satisfy, in full, the claims of creditors and preferred 
stockholders in conventional securities (debentures and stock), with 
the warrants added as a bonus to creditors, the plan weuld be grossly 
unfair to the common stockholders of Imperial. Since Imperial is 
solvent, the equity of its common stockholders is entitled to protection 
against invasion by senior claims and interests. A bonus to creditors 
would be at the expense of the stockholders and would violate their 
rights. 

We, accordingly, recommend amendment of the Schiavone plan to 
replace the 100,000 warrants by 58,661 shares which would modify the 
division of the holding-company shares between Imperial and Schia- 
vone as shown below. 

TABLE X 


Shares Per Plan Shares Adjusted 


Imperial Imperial 
Total Allocation Percent Total Allocation Percent 


Original issue 2, 900, 000 . 2, 958, 661 428, 661 
Rights to co-owners - . 
Exercise of warrants - . 100, 000 


Fully diluted... 3, 054, 300 i 3, 012, 961 428, 961 


Although the percentage of the stock immediately issuable to Im- 
perial interests is increased by the substitution of shares for warrants, 
Schiavone is relieved from the additional dilution almost certain to 
occur if the warrants are issued. The number of shares allotted to Im- 
perial’s creditors and stockholders is reduced since our adjustment 
eliminates the payment of $1 million in cash ($24.19 a share) to ac- 
quire an additional 41,339 shares. 

The issue of short-term debentures, although relatively small, seems 
to us an unnecessary complexity. In view of the 5% interest rate the 
debentures have no attraction as a debt security, and we would expect 
creditors to redeem the debentures within the six months as provided 
in the plan. Their chief attraction to creditors would be in the oppor- 
tunity to invest in the new company at $20 a share. Pro forma capi- 
talization suggests that the debentures offer some defensive superiority 
over the stock itself, although a subordinated debt of a holding com- 
pany may be a doubtful shield in adversity. 

We recommend a distribution of $1.5 million in cash instead of 
debentures. This will not affect feasibility of the plan. The reorganized 
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company will have ample cash, and the strong likelihood of redemp- 
tions requires that the necessary cash for that purpose be available. 
There is no apparent need or purpose for the issuance of these deben- 
tures. But if the proponent insists, the plan should be amended to re- 
quire payment in cash unless a creditor affirmatively elects to take 
debentures. Under the provision now in the plan debentures will be 
issued to everyone, even for small claims, and will require the creditor 
to send them back for redemption.”® 

The next question is how to divide the cash and securities among Im- 
perial’s creditors and stockholders. Such allocation, no less than the 
total offered, must be fair and equitable. The Schiavone plan, which 
proposes that the $1.5 million of debentures and the 109,000 warrants 
be distributed to Imperial’s creditors, does not tell us how they are 
to be allocated. It further provides for distribution of 370,000 shares 
(out of a total of 2.9 million) to creditors and stockholders of Im- 
perial, but it does not specify the distribution between them. It states 
that the distribution be made as directed by the court. 

In the interest of advancing this reorganization, we will, perhaps 
with some reluctance, indicate the allocations to complete these essen- 
tials of a plan by outlining the kind of allocation that will satisfy the 
statutory standards. The allocation in the following Table substitutes 
cash for debentures and stock for warrants. 


TABLE XI 


Amount of 


claim including New shares Total values 
accruals 
(thousands) 


Per $1,000 of claim or per old share: 
Senior indebtedness $1, 079. 01 
SIEM OG. i tn lesen ome i 1, 082. 22 
Subordinated debentures ; 1, 100. 65 
Prererrea Dee GnerG. = ccs t 23 fore 169. 33 
Common per share 2.02 








Approximate aggregates (dollars in 
thousands) 
Senior indebtedness. _....._._.___- 
Other debt 


Creditors 
Preferred, 1,452 shares 
Common, 837,722 shares 





® At a value of $24.19 a share plus the amount of cash distribution. 


*6If the full $1.5 million of debentures are issued, they must be qualified under the 
Trust Indenture Act of 1939 since that Act contains no exemption for securities issued 
in reorganization. 
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The proposed allocation recognizes the rights of the senior creditors 
by reallocating the 16.3% cash distribution to which the subordinated 
holders would otherwise be entitled. There is a compensatory reallo- 
cation of shares to the subordinated debenture holders. 

Table IV, supra, explains more fully the amount of Imperial debt 
and stock to be dealt with under the plan. The allocation in Table XI 
allows approximately 110% in stock to Imperial creditors in accord- 
ance with the fair and equitable requirement.” The Schiavone plan 
pays the bulk of the Imperial creditors’ claims in unseasoned stock of 
a new holding company engaged primarily in the heavy construction 
business, whose risk factors we have previously indicated. Projected 
earnings of about $1.88 a share represent a yield of 7.8% on the invest- 
ment value of the new stock. The proposed adjustment, in effect, in- 
creases the yield per dollar of claims to 8.6%. 

The total Schiavone offer, as adjusted above, represents $11,869,000 
in investment value. The value we assign to Imperial, as a separate 
company, is $12.3 million, or about 3.6% higher, as shown in Table XX 
(infra), for an internal plan. However, valuation is not a matter of 
simple arithmetic. A multiplier, such as 22 for Imperial and 12 for 
Schiavone, expresses, in the form of a single number, qualitative judg- 
ments of the market as to the advantages and risk of the securities to 
be valued. The multiplier is only an approximate summation of these 
judgments. It does not: yield a unique or absolute value.?® When, as 
here, the mathematical results of valuing two distinct securities are 
close enough so that a very small change in either multiplier would 
eliminate the difference, that difference is not necessarily controlling. 
We are satisfied that the Schiavone offer falls within the range of 
fairness, and may be found the equitable equivalent of the present 
interests of Imperial creditors and shareholders and of the interests 
they would receive in an internal reorganization. 


27 As the Supreme Court said in Consolidated Rock Products Co. v. DuBois, 312 U.S. 
510, 528-29 (1941) : 

“[T While creditors may be given inferior grades of securities, their ‘superior rights’ 
must be recognized. Clearly, those prior rights are not recognized, in cases where 
stockholders are participating in the plan, if creditors are given only a face amount 
of inferior securities equal to the face amount of their claims. They must receive, 
in addition, compensation for the senior rights which they are to surrender.” 

3 Of. Group of Investors v. Chicago, Milwaukee, St. P. & Pac. R.R., 318 U.S. 523, 565 
(1943) : 

“A requirement that dollar values be placed on what each security holder surrenders 
and on what he receives would create an illusion of certainty where none exists and 
would place an impracticable burden on the whole reorganization process. ... It is 
sufficient that each security holder in the order of his priority receives from that 
which is available for the satisfaction of his claim the equitable equivalent of the 
rights surrendered, That requires the comparison of the new securities allotted to him 
with the old securities surrendered to determine whether the new (ones) are the 
equitable equivalent of the old. But that determination cannot be made by the use 
of any mathematical formula.” 
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The Schiavone plan, if amended, would be fair and equitable. We 
have no question as to the feasibility of its plan. 

In conclusion, we note briefly Schiavone’s offer to Imperial’s co- 
owners the right to purchase 54,300 shares of the holding-company 
common stock at $10 a share. We have taken into account the offering 
to them in computing the fully diluted value of the holding-company 
shares, but their status as co-owners does not affect the distribution to 
creditors and stockholders of Imperial. The offer to them is an ac- 
commodation by Schiavone and solely at its expense. Schiavone’s 
willingness to do so presents no question under Chapter X. As noted 
in our previous report (45 S.E.C. at 63), the offer is subject to regis- 
tration under the Securities Act of 1933. On the record in this pro- 
ceeding we know of no exemption applicable to this offering. 


3. The ART Plan 

American Realty Trust has proposed a purchase plan which we have 
previously described (pp. 345-346). As noted, ART is a District of 
Columbia business trust created in 1961 with executive offices in Arling- 
ton, Virginia. It has outstanding 2.1 million shares of beneficial inter- 
est which are held by about 10,000 persons. Since 1969 its shares have 
been listed and traded on the American Stock Exchange. ART is 
qualified as a real estate investment trust pursuant to Sections 856-858 
of the Internal Revenue Code. A large part of ART’s investments are 
income producing real estate equities. The properties are operated by 
lessees or independent management companies from whom ART re- 
ceives rent. Such an arrangement is necessary because a real estate 
investment trust is precluded from operating properties.”® 

Table XII shows ART’s audited balance sheets as at September 30, 
1972, and March 31, 1973, respectively. 


TABLE XII 


{In thousands] 





Sept. 30,1972 Mar. 31, 1973 


Cash and certificates of deposit $5, 550 
Accounts receivable and accrued income 1, 162 
Prepaid expenses, escrows and deposits 176 
First mortgage loans on real estate 8, 475 
Junior mortgage loans on real estate 3, 189 
Less reserves (146) 
Real estate 30, 930 
Accumulated depreciation (3, 873) 
Other investments 623 


29 Section 856 of the Code provides that 90% of a real estate investment trust’s gross 
income must be derived from specifically designated categories of income. 
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TABLE XII—Continued 


Sept. 30, 1972 


38 


Mar. 31, 1973 


207 
43 


46, 336 


—L—_—_— ESI i 


Accounts payable, accrued expenses and escrows 
Distributions payable 

Secured notes payable 

Mortgages on real estate 

Convertible subordinated debentures, 7% 1984 
Deferred income 


Liabilities 
Shares of beneficial interest ($1 par value): 


Outstanding 2,101,816 and 2,116,783, respectively and paid-in-surplus__ 
Distribution in excess of income. 


407 
420 
8, 360 
9, 294 
2,972 
384 


21, 837 
17, 984 
(1, 652) 


38, 169 


29, 902 


18, 135 
(1, 701) 


46, 336 


Table XIII below reflects operating results for the four fiscal years 
of 1969-1972. For the most part gross revenues represent rents re- 
ceived from management companies or lessees which operate the ART 


properties. 
TABLE XIII 


{Income and expenses in thousands] 


Years Ended September 30 


1969 1970 


$4, 049 


1, 243 

SE OENOD « oo sodeacucerececocun autos sepmeoe 825 
Interest: 

1,073 

38 

370 


1971 


$4, 482 


1, 230 
827 


, 028 
141 
347 


1972 


$4, 393 


1, 066 





Income from operations. 
Gain from sales of property 


Net income 


Earnings per share: 


-51 
- 63 


+93 
80 


® Dilution effect due to outstanding warrants would reduce income per share to 89 cents for 1972. 
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ART owns nine motels in the Washington, D.C. area including a 
new motel in Williamsburg, Virginia, opened in April 1973, all of 
which are operated by Virginia Hotel Management Co., Inc., and Hos- 
pitality Management Co., Inc. It owns certain real estate located prin- 
cipally in California leased by Gino’s, Inc., a restaurant chain, and 
office buildings in St. Louis, Missouri, and Charlotte, North Carolina. 

In April 1973 ART purchased approximately 2,100 of vineyard 
acreage in California from Varietal Growers, Ltd., for $6 million and 
leased the property back to Varietal for ten years at $820,000 per 
annum. It has also extended substantial financing to land developers 
in the Washington, D.C., area. | 

Table XIV below summarizes the principal assets as at March 31, 
1973, not including the vineyard purchase. 


TABLE XIV 
[In thousands] 


Net of Related 
Depreciation Mortgages 


9 motels $18, 734 $6,175 
2 office buildings 

Restaurant property 

Unimproved land 


First Mortgages: 
Land acquisition 
Land development 
Construction 


Junior mortgages: 
Land acquisition 
Other properties 


At March 31, 1973, ART reported commitments to lend an addi- 
tional $3.3 million and standby commitments to lend another $16.2 
million. It reports that borrowers under standby commitments, for 
which it receives a fee, expect to secure more favorable loans from 
other sources, so that ART does not expect to make many of the com- 
mitted loans. As of that date, ART had borrowed $15,860,000 from 
three banks under lines of credit totaling $17 million. To refund the 
bank loans it proposes to sell $15 million of new non-convertible 
senior subordinated debentures.*° 

ART’s plan, as originally filed, provided for the issuance of unsub- 
ordinated convertible debentures to Imperial creditors and preferred 


8 Registration statement (2—48513) filed June 29, 1973. 
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stockholders. On June 14, 1973, after the close of the hearing, it 
amended its plan proposing instead that junior subordinated converti- 
ble debentures will be issued to them. In particular, these debentures 
will be on a parity with ART’s presently outstanding 7% convertible 
subordinated debentures (about $2.7 million as of March 31, 1973) 
rather than senior thereto as originally proposed, and will be junior 
to the new $15 million of senior debentures which ART proposed to 
issue in order to refund the bank loans. The amendment made no other 
material changes in the plan. The common stockholders of Imperial, 
under the original and amended plan, will receive common shares of 
ART at the rate of $2 for each Imperial share or, if “it is determined 
by the court to be more fair, equitable, and feasible,” 165,000 shares 
of common stock. 

The question is whether ART’s offer is fair. Fairness rests pri- 
marily on value based on earnings, and for this purpose we consider 
ART’s 1972 income, excluding capital gains, as a test year. 

ART’s 1972 income was derived primarily from the real estate, 
principally the motels, as shown in Table XIV, which it still owns 
and intends to retain. ART has since made other investments and is in 
the business of raising capital to invest in real estate. No forecast can 
be made as to future investments, nor is it necessary to speculate as 
to their kind or extent. The general risks of ART are similar to 
those affecting any other real estate investment trust, and these risks 
are reflected in the market assessment of its securities. 

ART will not operate the Imperial motels it proposes to acquire. 
They are to be managed by Westfield Realty, Inc., for which ART will 
pay a management fee estimated at $200,000 per annum. The 614% 
subordinated convertible debentures to be issued by ART under the 
plan in the amount of approximately $9,450,000 will bear an interest 
cost of $614,000 per annum. We make no allowance for income taxes 
since ART expects to continue as a qualified real estate investment 
trust. The following Table shows the combined income of ART and 
Imperial adjusted for these items. 


TABLE XV 


{In thousands] 





ART Imperial Motels Intereston New Pro Forma 
Debentures 





1972 income, after interest j "4 $(614) $1, 950 
Management fee 2 (200) 


Adjusted income after interest ¥ 1,750 
Add back interest on subordinated debentures. - 878 


Income before subordinated interest...... 1,781 2, 628 
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The following Tables show pro forma capitalization under the ART 
plan based on ART’s balance sheet as of March 31, 1973. 


TABLE XVI 


[Dollars in thousands] 





ART (3-31-73) Imperial* Proforma Percent 





$24, 762 b $8, 200 $32, 962 52. 2 
2,718 © 9,400 12, 118 19.2 
16, 434 ©1, 674 18, 108 28. 6 


43,914 19, 274 63, 188 100.0 








Total Common Stock on Conversion of Debentures: 
Shares outstanding 2,117 4 167 2, 284 
Debentures (assuming full conversion) 255 d 855 1,110 


2, 372 1, 022 3, 394 





*Imperial debt and stock replaced by ART subordinated debentures and common shares issuable under 
ART plan. 

b Assumed debt of Imperial, excluding $2.3 million attributable to co-owners. 

° (ART) assuming $10 per share issue price for the new ART shares and $11 (110%) conversion price for 
the new ART debentures. 

4ART. 


In percentage terms, the equity interest in the enlarged ART, after 


conversion and after exercise of presently outstanding ART warrants, 
are separately shown below.** 


TABLE XVII 





Shares Before Warrants Diluted 
(percent) (percent) 


ART shares now outstanding 
ART debentures now outstanding 
Imperial creditors and preferred 
Imperial common stock 

Warrants for 1,099,250 shares 





Pro forma earnings of $1,750,000 after interest on subordinated de- 
bentures amounts to 76.6 cents a share on the 2,284,000 shares to be 
initially outstanding. If all debentures were converted, pro forma in- 
come would total $2,628,000 or 77.4 cents a share. 


31 ART has outstanding 1,099,250 warrants to purchase shares at $9.625 on or before 
September 30, 1976. In 1971 ART sold one million units of one ART share and one 
warrant at a price to the public of $9,625,000. An additional 100,000 warrants were issued 
to the underwriters. 
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To relate per share earnings to value, we turn to the market value 
of ART shares. They have been actively traded on the American 
Stock Exchange at prices fluctuating around $10 a share.*? The large 
number of warrants, exercisable at $9.625 up to September 30, 1976, 
will inhibit the stock from rising much above this level in the next 
few years. This stability in market price, which does not seem to 
have been affected by the proposed acquisition of Imperial, provides 
a fair representation of the value of the ART equity. At $10 a share, 
the 77 cents pro forma earnings would represent a yield of 7.7% or 
2 multiple of about 13. 

In valuing the proposed new convertible debentures offered to the 
Imperial unsecured creditors and preferred stockholders, ART’s ex- 
pert witness, Stuart A. Beringer, analyzed nine convertible debentures 
of real estate investment trusts. He noted that on November 29, 1972, 
they were selling at an average premium of 2.3% over the market 
value of the common stock into which they may be converted. He 
concluded that the proposed new ART convertible debentures “would 
have a fair market value of 93... [and] at this price the yield would 
be 7.0% and they [the convertible debentures] would be selling at a 
2.3% premium over the common stock into which they would be 
convertible.” 

We do not agree that the amount of the premium can be deter- 
mined by simply referring to the average premium on a single day 
of a select group of debentures.** But in any event the precise pre- 
mium is really not the important question. ART’s own witness values 
the new debentures at significantly less than their principal amount, 
and in terms of fairness $93 worth of debentures cannot satisfy $100 
in claims against Imperial. Imperial] is solvent, and there is sufficient 
in value or equity to require full recognition of their claims. 

We are not faced here with a transitory discrepancy between mar- 
ket and investment value. The discount is built in by the provisions 
that the debentures are convertible at 110% of the market price for 


82 In its latest registration, ART reports the price range of its stock at: 





1973 
(1st Half) 





In the last five quarters the range was between 9 and 11. 


33 The nine debentures analyzed by Mr. Beringer ranged, in terms of the price of the equivalent shares, 
between a discount of 1.9% to a premium of 16.2%. Only one issue came even close to the 2.3% arithmet- 
ical average. 
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ART shares. These debentures are essentially equity securities. Their 
value is dominated by the value of the stock into which the deben- 
tures are convertible.** For as debt obligations the debentures are 
deeply subordinated ; they bear the low interest rate of 614% and, with- 
out the conversion feature, the cash alternative offer of two-thirds 
principal amount of debentures, as provided in the plan, probably 
is a reasonable evaluation of this ostensible debt obligation.** 

The offer to pay two-thirds in cash is also unfair. This offer is cer- 
tainly not the equitable equivalent of the creditors’ or the preferred 
stockholders’ interest, or even of the value of the debenture alterna- 
tive, The savings to ART which may result from the acceptance of the 
cash alternative by unsophisticated or impatient investors are not an 
advantage which can be allowed under the standards of Chapter X. 

The ART plan may be made fair and equitable by deleting the in- 
adequate cash alternative entirely, and by offering creditors and pre- 
ferred stockholders of imperial subordinated debentures at the rate of 
110% of the amount of their claims. This would allow them to con- 
vert their claims into 100% equivalent in ART stock and would in- 
crease the effective interest rate, pending conversion, to 7.15% of the 
Imperial claims that are exchanged for debentures. 

The distribution to creditors and preferred stockholders would be 
about $10,374,000 face amount of ART 614% subordinated converti- 
ble debentures and Imperial common stockholders would receive 
$1,678,000 in ART shares, a total distribution of $12,052,000. As so 
amended the ART plan would be fair and equitable. 

It should not be assumed that recipients of ART securities will be 
able immediately to resell such securities for an equivalent cash 
amount. The increase in ART’s capitalization under the plan would 
exceed 30%, and it would be rash to assume that in a short period of 
time such volume of sales can be absorbed in a normal market. For 
Imperial creditors and stockholders collectively the debentures repre- 
sent an investment in ART. As an investment, the value they receive 
may be considered a fair equivalent of their interests in Imperial. 

Feasibility, in its financial aspect, turns on ability to make the pay- 
ments required to consummate the plan, and the reorganized com- 
pany’s ability to service the securities issued thereunder. Imperial has 
ample cash to cover administrative costs and other priority obliga- 
tions. The pro forma capitalization under the ART plan seems to be 
sound. 

The principal payments on Imperial’s mortgage debt which ART 
is to assume will be a substantial burden for several years. In real 
estate investments the depreciation allowance normally exceeds the 


%4 Alleghany Corporation, 37 S.E.C. 424-435 (1956). 
35 The debentures with a 15-year maturity, an interest rate of 644% and purchase at 67, 
would have a yield to maturity of 11%. 
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capital replacements and improvements required to keep the proper- 
ties in good condition, so it must be considered as a source for debt 
service. Table XV allowed for $703,000 of depreciation on ART in- 
come properties and $1,235,000 on the Imperial properties, a total of 
$1,938,000 in addition to combined net income, after interest, of 
$1,750,000. 

The following table shows the required principal payments on the 
various types of debt which ART would have to meet if its plan is 
consummated. 


TABLE XVIII 


[In thousands] 
1974 1975 1976 1977 


$1, 326 $1, 401 $1, 397 $1, 268 
1, 002 496 412 


Mortgage amortization 2, 403 1, 893 1, 680 
Sinking fund: 

7% debentures 300 300 300 

New debentures 460 460 460 


3, 163 2, 653 2, 440 


® The co-owners’ portion of mortgage payments is included for completeness. The co-owners’ share of the 
depreciation deduction is also included in the cash available from operations, the two items being approxi- 
mately equal and offsetting. 


Except for a balloon ART mortgage payment in 1975, the deprecia- 
tion allowance is sufficient to cover mortgage payments. ART expects 
that conversions will eliminate the need for cash sinking fund pay- 
ments on its debentures. The margin of depreciation over mortgage 
payments would seem to fall a little short of anticipated regular capi- 
tal expenditures on the properties which it will own. However, the 
principal of the mortgage debt is being rapidly reduced under present 
amortization schedules. In view of the size of net income, the resources 
of ART, and the relatively low mortgage debt ratio this difference is 
not large enough to affect the financial feasibility of the ART plan. 

ART’s plan assumes the proposed reorganization can be structured 
so that ART will acquire ownership either in fee or as primary ground 
lessee of the real property interests owned, directly or indirectly, by 
Imperial while Westfield Realty, Inc., will succeed Imperial as opera- 
tor of the wholly-owned motels and as a general partner in the partner- 
ships operating the partnership motels. ART would assume Imperial’s 
mortgage, lease and other debt obligations except those which would 
be exchanged for ART securities, No alteration of the co-owners’ 
economic interest is intended, but ART contemplates that the co-owner 
would be dealing with one company, ART, as landlord of Imperial’s 
present property interest and with another company, Westfield, as a 
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partner in its operations. ART deems this kind of separation of owner- 
ship from management necessary to preserve its status as a qualified 
real estate investment trust under the Internal Revenue Code. 

Schiavone has raised questions as to whether ART can implement 
its plan to make the required proprietary and partnership adjustments 
or transfers. Counsel for ART is confident that it can, but the record 
is too sparse for an informed answer. 

Such a change may well give rise to novel and difficult questions as 
to the property and partnership laws of the numerous states in which 
Imperial operates. ART is satisfied that such problems can be resolved 
if and when they arise, and we cannot state that its faith will prove 
to be a delusion. New ‘problems do not imply that the required solutions 
will be forthcoming, and we would not recommend confirmation, as 
distinguished from approval, of ART’s plan on the assumption that 
ART will produce answers later. 

Not every means for consummating a plan must be firmly established 
in all their intricate details in order to merit judicial approval of the 
plan. For example, if a plan provides for a merger of the debtor with 
another company, it is not essential to obtain, prior to its approval, 
the stockholder vote of such other company under state law. That sub- 
mission for a vote may be concurrent with the statutory vote on the plan 
under Chapter X. In some cases transactions proposed by a plan may 
depend on regulatory authorizations which cannot be obtained until 
after the court has acted on the plan. We think that the same applies 
to ART’s situation, unless it appears that the obstacles toward eventual 
consummation are so clear and insurmountable that it would be futile 
to go forward. The ART plan is not in this posture, although a better 
record on this point would have been most helpful. 

In short, if the ART plan, as to be amended, is fair and equitable 
and financially feasible, the standard of feasibility should not preclude 
its approval solely because at this time ART’s future tax status after 
the Imperial acquisition is an open question. That question, though, 
bears on the court’s discretion, particularly if other and competing 
plans are free from such or other impediments and can be approved 
by the court. 

We do not wish to understate the importance of the issue the ART 
plan presents. It can be taken for granted that ART will not carry 
out its plan if to do so it will be necessary to give up its status as a 
qualified real estate investment trust. For this reason, if the ART plan 
in all other respects satisfies the standards of the Act, the court can 
approve it, but only along with at least one of the other plans that 
merit approval. If the ART plan should receive the required statutory 
vote, there will be time enough, at or prior to confirmation, to require 
ART to establish, if it can, its ability to consummate the plan. As we 


246-829 0 - 79 - 25 
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shall note, Chapter X permits the court to approve more than one 
plan. Obviously, it can confirm only one. 


4. The Continana Plan 

This plan provides for an internal reorganization. Imperial will be 
recapitalized by the issuance of common stock to its creditors and 
stockholders. Reorganized Imperial will assume the mortgage debt in 
the amount of about $10.5 million. As explained elsewhere, the co- 
owners’ share of this debt is about $2.3 million and it is being paid 
from the co-owners’ share of partnership depreciation and income. 
Imperial is jointly liable on this debt, and the full liabilities would 
be assumed without change by the reorganized company. 

Under the plan there will be outstanding about 3.6 million shares of 
common stock. The present common stockholders will retain the 
838,000 shares now outstanding. Based upon our valuation of about 
$12.3 million, the balance of the shares will be issued to Imperial’s 
creditors and preferred stockholders at the rate of one share for each 
$3.40 in claims, as shown in the table below. For comparative pur- 
poses this Table also shows the total value of the proposed allocation 
to each class based on our $12.3 million value ($3.42 a share) and the 
court’s finding of $10.7 million value ($2.976 a share). 


TABLE XIX 
[000’s omitted] 





Exchange 
Rate 


$2.976 





Senior debt ; $2, 794 
Other debt 3, 866 
1,345 

Subtotal (creditors) 8, 005 
Preferred stock i 199 
Common stock 2, 494 


10, 698 








The plan is unfair on its face to creditors. It allots them only the 
face value of their claims, or less, in new common stock. It totally fails 
to compensate them for the loss of their senior positions, although 
they are assuming the same investment risk as the common stock- 
nated debentures and preferred stock, whose participation is even less 
than the face amount of their claims. Presumably, the proponent con- 
sidered this a recognition of their junior status vis-a-vis the senior 
indebtedness but, if so, he missed the mark. The reduction does not 





IMPERIAL ‘400’ NATIONAL INC., ET AL. 371 


benefit the senior indebtedness but further swells the allocation to 
the common stockholders. 

Finally, the Continana plan does not provide for any cash distribu- 
tion to creditors, although Imperial has accumulated cash in excess of 
necessary working capital. In our previous report (45 S.E.C. at 56) 
we estimated that excess at about $600,000, and earlier in this report 
(pp. 344) we have indicated that such estimate was on the low side. 
This may be advantageous to the reorganized company but we cannot 
overlook the eight years during which no payment has been made to 
general creditors. We recommend a partial payment in cash in the 
amount of about $600,000 without foreclosing a higher distribution if 
the court finds it appropriate. 

The Continana plan can be readily amended to make it fair and 
equitable. As amended, the plan should provide for a cash distributicn 
of about $600,000 to creditors. The number of shares to be outstanding 
should be reduced to about 1.1 million and thus avoid the market dis- 
advantages of an unreasonably low value per share.*° 

The following Table shows a distribtuion of approximately $600,000 
in cash and of 1.1 million shares to creditors and stockholders. The dis- 
tribution and allocations are valued on the basis of $12.3 million. 


TABLE XX 





Approximate 
claims, including New Shares Total Value» 
interest to 
12/31/73: 





Per $1,000 of Claim or per old share: 
Senior debt Lf $1, 120. 00 
Other debt . 1, 124. 00 
Subordinated debentures. - -.............-.-.----- 1, 130. 99 
Preferred per share 
Common per share 








Approxim ate Aggretates (000’s 
omitted): 
Senior debt 
Other debt 
Subordinated debentures 





Creditors 
Preferred 1,452 shares 
Common 837,722 shares 








® At a value of $10.57 per share plus the amount of cash distribution. 


36 Under the plan each share would represent about $3.42 in value and 15 cents a share 
in earnings. 
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In accordance with our prior analysis regarding subordination 
(pp. 348-850), we have allocated to the senior debt the portion of the 
cash otherwise distributable to the subordinated creditors with a com- 
pensating reallocation of common stock from the senior to the sub- 
ordinated debt. A step-up of approximately 13.3% is allowed to 
creditors on the shares to be distributed to them. The temporary 
impediments to dividend payments by the reorganized company, as 
discussed below, justify this level of compensation for loss of creditor 
status. 

The allocations indicated in Table XX cannot of course be made 
on the basis of the court’s lower valuation of $10.7 million. An adjust- 
ment to the lower valuation can be made by simply reducing the total 
number of shares to be issued to 954,115 and thus maintain, on a $10.7 
million basis, the per share value of $10.57 we used in Table XX. 
This adjustment would provide the creditors and preferred stock- 
holders with the same allocation both in shares and in value as specified 
in Table XX, including the 13.3% step-up or premium. The lower 
value would reduce the common stockholders’ equity from 167,644 
shares to 16,171 shares worth $171,000. 

With respect to feasibility we note that, as indicated in Table 
XVIII, yearly mortgage amortization requirements exceed annual 
depreciation allowance by about $200,000. Projections of regular capi- 
tal expenditures, in addition to the normal maintenance expense re- 
flected in the income statement, are about $250,000 per annum. These 
requirements absorb the bulk of annual after-tax net income estimated 
at $530,000. 

The cash flow problem faced by the debtor is not of a permanent 
nature because the high rate of amortization produces a rapid reduc- 
tion of principal and interest on the outstanding mortgage debt. A 
projection of the mortgage payment table in the record indicates that 
balances, including the co-owners’ share, are reduced from $10.5 mil- 
lion in 1972 to $3.7 million at the end of 1977. Thereafter the number 
of mortgages and the level payments thereon begin to drop rapidly. 
Paid-up mortgages average about 10 each year from 1976 through 
1981, and amortization payments drop from $1.1 million in 1978 to 
$400,000 in 1981 and are negligible thereafter. Within this context we 
do not question the viability of the reorganized company and, ac- 
cordingly, we consider the Continana plan as feasible. 


5. The Burnham Plan 

Under this plan Imperial will issue a total of one million shares, of 
which 250,000 shares will be purchased by the Burnham group for 
$1 million in cash. Burnham undertakes to assist Imperial to obtain 
a loan of $2 million. The $3 million in cash will be paid to the Imperial 
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creditors, but we are not told how the remaining 750,000 shares would 
be distributed. The plan merely states that the stock distribution will 
be made as the court directs. In our opinion the proposed loan renders 
the plan not feasible, and the plan is not fair and equitable, particu- 
larly to the common stockholders. 

The proposed $2 million loan will bear interest at the prime rate 
plus 3%. This is likely to be about 12% a year. Principal payments are 
at the rate of $200,000 a year, with a balloon payment of the balance 
at the end of the fifth year. 

As shown above, Imperial’s present debt amortization presents a 
serious burden in terms of cash availability for debt service. The record 
is clear that the available operating revenues of Imperial are insuf- 
ficient to cover an additional $200,000 per annum of principal pay- 
ments plus interest.*7 Imperial has substantial assets, so we are not 
predicting an inevitable default, but we will not speculate as to what 
measures the reorganized company would have to devise in order to 
service this additional obligation. In the face of Imperial’s other debt 
obligations we cannot conclude that the Burnham plan is feasible. 

The testimony of Alan Weitz, an officer of Burnham, as to repay- 
ment of this loan is vitiated by his reliance on projections of increased 
income, lower income tax rates and excess cash which we found un- 
acceptable in our previous report (45 S.E.C. at 54-56) and which 
the court rejected in its findings of valuation. It is also significant 
that, if those assumptions were accepted, the resulting increase in 
value would magnify the inadequacy of the price offered by the Burn- 
ham group for 25% of the Stock. 

The proposed loan has even more drastic effects on valuation and 
fairness. Pro forma net income of the reorganized company, after 
taxes and interest, upon which both our value and the court’s was 
based, would be reduced from about $500,000 per annum to about 
$400,000.°° The value of the one million shares of stock under the 
Burnham plan would be not more than $8.8 million or $8 million, 
assuming for convenience that a multiplier of 22 or 20 is still appro- 
priate despite a change in capitalization. The Burnham group is to 
acquire for $1 million in cash 25% of these shares, worth between $2.2 
million and $2 million, and the remaining 750,090 shares would be 
worth between $6.6 million and $6 million. 

The $3 million cash payment under the Burnham plan would reduce 
creditor claims from the $9.2 million to $6.2 million. On its face the 


87 Interest at 12% on the declining balance would amount to about $800,000 over the 
5-year term. 

38 More precisely, we used an income of $530,000 and the court found $499,650. The 
interest on $2 million would be about $240,000, reduced by tax effects to about $120,000. 
We use $400,000 as the adjusted income to simplify further calculations, 
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highest value assignable to the 750,000 shares would barely cover this 
$6.2 million balance. These approximate calculations do not take into 
account the step-up or premium and other factors which would elimi- 
nate the marginal equity above these claims. The lower value of $6 
million would be inadequate even to pay the creditors for the face 
amount of their claims. 

The Burnham plan may have considerable appeal to creditors. They 
will be paid $3 million in cash, and the senior creditors would receive 
the amount otherwise allocable to the subordinated creditors.*® For the 
balance of their claims the creditors would receive the remaining 
750,000 shares. Nothing would be left for the common stock. 

Such is the inevitable result when a debtor is insolvent. But Imperial 
is solvent, and its common stockholders have an equity. They are ex- 
cluded under the Burnham plan partly because it would impose upon 
the reorganized company an improvident debt of $2 million and 
primarily because the Burnham group will buy 25% of the equity 
for less than half its value. Possibly the creditors can afford such 
vicarious generosity with the shareholders’ equity, but it cannot be 
fair and equitable under Chapter X. 

The Burnham plan could be amended to meet the statutory stand- 
ards. It should delete the $2 million loan and the redemption or pur- 
chase option. It would be fair if the Burnham group increased its 
offer for 25% of the equity to a price commensurate with the value of 
the stock. The amount of cash thereby made available plus the $600,000 
of excess cash on hand will permit a large cash distribution to credi- 
tors, although perhaps not the full $3 million the plan now proposes. 


6. Conclusions as to Fairness and Feasibility 

We have concluded that none of the plans as filed is fair and equita- 
ble. Three of the plans, but not the Burnham plan, are feasible. If 
appropriate amendments are made to each of the plans the court will 
have before it four plans which may be approved. 

Section 174 (11 U.S.C. § 574) provides that “the judge shall enter 
an order approving the plan or plans which in his opinion” comply 
with the requirements of Chapter X. There is no statutory preference 
for an internal plan as against others of the kind presented here. If 
the requirements of Chapter X are met, there is no first among equals. 
The court, nonetheless, has judicial discretion as to which plan or plans 
it should approve. If the court approves one of several plans, the plans 
which have been rejected “are relevant only to the extent that they 


*% The senior creditors, whose claims total $3,193,000, would receive $1,550,000 in cash. 
The creditors not affected by the subordination would receive the balance of $1,450,000, 
or 32.8% of their $4,415,000 in claims. 
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may throw light upon the reasonableness of the plan the District Court 
has approved.” *° 

The plans submitted by Schiavone and ART involve in essence the 
sale of debtor’s assets for securities of the purchaser. Our extensive 
analysis shows many differences between them, but neither has any 
decisive advantage over the other. If the plans are fair and equitable 
and feasible, the choice between an investment in the heavy construc- 
tion business or the real estate investment business is a decision that 
Chapter X leaves to investors. 

The Burnham and the Continana plans propose continuance of the 
present Imperial. If properly amended, the Burnham plan would 
bring in a new group in exchange for a partial cash payment to 
creditors, while the Continana plan would simply divide the present 
equity among the present creditors and shareholders. 

Approval of four plans is, of course, not practicable. It may lead 
to confusion in voting, and there is the distinct possibility that none 
may obtain the required majority of acceptances. But, since substantial 
changes in the plans are required, there may be no need to choose 
which plan or plans to approve, or the choice may be narrowed. 
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VIII. OTHER MATTERS 


It would be futile to discuss the more technical aspects of the plans 
now before the court since each will have to be largely rewritten to 
make the substantive changes required to make each fair and equitable. 
We trust that any technical or formal questions presented by the 
amended plans can be resolved without a formal report by us. 

Under the ART plan Imperial’s properties are being acquired by 
an existing substantial company, and the Schiavone plan, in fact 
though not in form, involves a similar acquisition with control neces- 
sarily passing to the acquiring company. Schiavone proposes to in- 
clude among the seven-man board of directors the chairman of the 
co-owners committee and a person to be designated by the creditors 
committee. One representative of the Imperial interests is appropriate 
since these interests will be receiving only 14% of the stock of the 
new holding company, but that representative should be designated 
by the court, not by a committee. Subject to review by the court, as 
prescribed in Section 221(5), Schiavone’s selection of a co-owner would 
seem to be a matter for its own judgment. 

The Burnham group demands the right to elect two-thirds of the 
directors of the reorganized company for four years after reorgani- 


40 Central States Electric Corp. v. Austrian, 183 F. 2d 879, 883 (C.A. 4, 1950), cert. 
den., 340 U.St 917 (1951); Cy. Pressed Steel Car Co. of New Jersey, 16 F. Supp. 325 
(W.D. Pa. 1936). 
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zation. Since the Burnham group will hold only 25% of the stock, we 
cannot reconcile this provision with Section 216(11) of Chapter X. 
It would effectively disenfranchise the present owners of Imperial 
during the first four years during which fundamental decisions as to 
its future course must be made. All shareholders must have equal 
rights in the choice of those who are selected to manage their property. 

The Continana plan gives the proponent power to nominate the 
initial board after consultation with interested parties, subject to the 
court’s approval. Continana now owns about 10% of Imperial’s com- 
mon stock. This provision would be improper if read as an attempt 
to preclude creditors and other shareholders from also nominating 
suitable directors without proponent’s concurrence. 

The original cost of the assets of Imperial is significantly less than 
the reorganization value. Since each of the prospective reorganized 
companies will be subject to Section 12(g) of the Securities Exchange 
Act of 1934 (except ART which, as a listed company, is subject to 
other provisions of Section 12) and the identity and form of the suc- 
cessful plan is still undecided, it would be premature to discuss the re- 
quired accounting. We recommend that, as soon as practicable after 
confirmation, appropriate pro forma financial statements of the re- 
organized company should be submitted to our Division of Corpora- 
tion Finance for examination and review. 


By the Commission. 





IN THE MATTER OF 


FOX SECURITIES COMPANY, INC. 
MORRIS FOX 


File No. 3-3081. Promulgated November 1, 1973 
Securities Exchange Act of 1934 
BROKER-DEALER PROCEEDINGS 
Grounds for Remedial Action 


Where registered broker-dealer failed to comply with net capital, records, re- 
porting and underwriting escrow, requirements of Securities Exchange Act and 
rules thereunder, and where its president aided and abetted such violations, 
held, in public interest to revoke broker-dealer’s registration and to bar presi- 
dent from association with a broker or dealer in a supervisory capacity. 


Continuing Responsibility for Recordkeeping and Reporting—Effect of Gen- 
eral Assignment for the Benefit of Creditors 


Where corporate broker-dealer made a general assignment for the benefit of 
creditors regular on its face and apparently effective under local law and where 
assignee had actual or constructive possession of registrant’s records, held, reg- 
istrant”’s former controlling person neither responsible for nor a willful aider 
and abettor in violations based on registrant’s post-assignment failure to pre- 
serve records and file reports. 


Supervision 


Charge of failure to supervise against corporate broker-dealer’s president, 
sole stockholder and operating manager who was responsible for and had been 
found to have willfully aided and abetted firm’s violations, rejected. A finding 
of failure to supervise against a person found responsible for the substantive 
violations themselves would be inappropriate and inconsistent. 


APPEARANCES: 


Donald N. Malawsky, Allan A. Martin and Edward J. Levitt, of 
the New York Regional Office of the Commission, for the Division 
of Enforcement. 

Wilfred T. Friedman, of Shaftan Friedman Hodys & Salmore, for 
respondents. 

FINDINGS, OPINION AND ORDER 


Following hearings in these proceedings pursuant to Section 15(b) 
of the Securities Exchange Act, the administrative law judge filed an 
initial decision in which he found various violations of the Act and 


45 S.E.C.—34——10475 





378 SECURITIES AND EXCHANGE COMMISSION 


concluded that the broker-dealer registration of Fox Securities Com- 
pany, Inc. (“registrant”) should be revoked, that registrant should be 
expelled from the National Association of Securities Dealers, Inc. 
(“NASD”), and that Morris Fox, registrant’s president and sole 
shareholder, should be barred from association with any broker- 
dealer provided that after a period of two years he may become so 
associated in a supervised capacity upon a satisfactory showing that 
he will be adequately supervised. We granted petitions for review filed 
by respondents and our Division of Enforcement, and thereafter heard 
oral argument.’ 

Fox, as a sole proprietorship doing business as Fox Securities Com- 
pany, became a registered broker-dealer in June 1969. In April 1970 
registrant took over the assets and liabilities of, and in June 1970 be- 
came registered as the corporate successor to, the sole proprietorship.? 
On July 6, 1970, registrant notified our New York Regional Office in 
writing that it had encountered record-keeping discrepancies which 
made it impossible for the firm to determine the exact status of its cash 
or net capital position as of that time and that the firm was therefore 
suspending activities and would limit its trading to liquidating long 
positions and covering short positions. Thereafter, on September 17, 
1970, registrant executed an assignment for the benefit of creditors. 


NET CAPITAL VIOLATIONS 


It is undisputed and the record establishes that Fox, on December 
31, 1969 and January 31, 1970, and registrant, on June 30, 1970, had net 
capital deficiencies amounting to $4,971, $29,682 and $157,912 respec- 
tively and that a securities business was being conducted when those 
net capital deficiencies existed.’ We find, as did the administrative law 
judge, that Fox willfully violated, and that registrant, willfully aided 
and abetted by Fox, also willfully violated Section 15(c) (8) of the 
Act and Rule 15c3-1 thereunder. 


RECORD-KEEPING AND REPORTING VIOLATIONS 


The NASD, which at its request had been receiving monthly net 
capital computations during the first part of 1970, did not receive a 
financial] statement for May 1970 from registrant, but did receive a 


1 Our findings are based on an independent review of the record. 

2Rule 15bI-3 under the Exchange Act provides that where a broker-dealer succeeds to 
and continues the business of another registered broker-dealer, the registration of the 
predecessor shall be deemed to remain effective as the registration of the successor for a 
period of 60 days, provided that an application for registration is filed by such successor 
within 30 days. 

3 Section 15(c) (3) of the Exchange Act and Rule 15c3—1 thereunder in pertinent part 
prohibited securities transactions by a broker-dealer when its aggregate indebtedness ex- 
ceeded 2,000% of its net capital or when it had net capital of less than $5,000. 
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letter from Fox indicating that registrant had incurred some difficulty 
and was suspending operations. As noted earlier, Fox wrote to our 
regional office under date of July 6, 1970 to the same general effect. The 
July 6 letter specifically stated that registrant had encountered record- 
keeping discrepancies which made it impossible to know the exact 
status of its cash or net capital position, that an outside auditor had 
been retained to bring the records up-to-date, and that the firm was 
voluntarily suspending activities until the differences could be re- 
solved.* An examiner for the NASD who made a special examination 
of registrant in July 1970 to determine its net capital position as of 
June 30, 1970 testified that he found some imbalances between the 
figures in the general ledger and those in the supporting ledgers. When 
an investigator from our regional office visited registrant on July 8, 
1970 to determine the status of its books and records and its capital 
position, he was advised by Fox that registrant had problems as a re- 
sult of switching from a manual! to a computerized method of keeping 
records and that as a result registrant’s books and records were in- 
accurate and unreliable. In view of this statement the investigator 
made no attempt to obtain a current trial balance. 

On the basis of this record, we find, as did the administrative law 
judge, that registrant, willfully aided and abetted by Fox, willfully 
violated the record-keeping requirements of Section 17(a) of the Act 
and Rule 17a-3 thereunder.® 

The Division contends that the record-keeping requirements were 
violated in two other respects in that the records produced at the hear- 
ings (1) did not include and therefore registrant did not keep all the 
records required to be kept by a registered broker-dealer, and (2) the 
records that were produced did not contain the necessary supporting 
detail. The administrative law judge concluded that these aspects of 
the charges of record-keeping violations were not established. We 
agree. These charges were based on the assumption that all of regis- 
trants’ records were produced at the hearings. The evidence is to the 
contrary. 

Some of registrant’s books and records were turned over in Septem- 
ber 1970 to the attorney for the assignee pursuant to the assignment 
for the benefit of creditors; these in the main were the records pro- 
duced at the hearings. Other records were left at registrant’s old 
offices and are apparently no longer available. However, as the admin- 
istrative law judge noted, the testimony of an NASD examiner who 

4There is nothing in the record to indicate that in fact the records were subsequently 
brought uv-to-date and the differences resolved. 

5 Section 17(a) and Rule 17a-3 as applicable here require that specified and accurate 
records, including those necessary for the computation of net capital position, be main- 
tained and kept current. 

6 Respondents’ counsel at oral argument stated that the assignee never removed the 


records left in registrants old premises and that the landlord apparently disposed of them 
when the assignee did not pay the rent. 
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visited registrant’s offices in July 1970 indicates that in general the 
records required of a registered broker-dealer were there, although, 
as noted above, he found problems in reconciling certain figures into 
the general ledger.’ The examiner also specifically testified that in a 
prior examination of Fox’s sole proprietorship in March 1970 he 
found all the usual broker-dealer books and records, All of Fox’s books 
and records were taken over by the corporate registrant when it suc- 
ceeded to the business of the sole proprietorship. The books produced 
at the hearings clearly contained cross references to other records 
which respondents assert contained the necessary supporting details. 

While we are thus unable to find that the record supports the 
charges of the additional record-keeping violations, it is clear that the 
missing records were not preserved as required by Rule 17a—4 under 
Section 17(a) of the Act. It is also clear that registrant did not file 
reports of financial condition for the years 1970 and 1971, as required 
by Rule 17a-5 under Section 17(a) of the Act. In these respects, we 
find, as did the administrative law judge, that registrant willfully 
violated Section 17(a) of the Act and Rules 17a-4 and 17a-5 
thereunder. 

Fox denies that he had any responsibility for the failure to preserve 
records and the failure to file reports. He points out that the records 
were lost or destroyed and the obligation to file reports matured after 
the September 1970 assignment for the benefit of creditors and asserts 
that thereafter he had neither control of nor access to the books and 
records and was in no position to file reports. The Division argues 
that the assignment for the benefit of creditors was not “perfected” 
and that Fox remained responsible for preserving records and filing 
reports. 

The record does not support the contention that the assignment was 
not “perfected” or that it was ineffective. In fact, the assignment was 
duly executed by Fox for registrant and by the assignee, acknowledged 
by both of them before a notary public, and filed with the County Clerk 
of New York County in accordance with state law. In addition, as 
already noted, various of registrant’s books and records were delivered 
to the office of the attorney for the assignee, which was in the same 


7This deficiency in registrant’s records as of July 1970 is covered by the finding of 
record-keeping violations noted above. 

8 Rule 17a—5 requires that a financial report be filed as of a date within each calendar 
year, not more than 45 days after the date of the report. The rule provides that a broker- 
dealer succeeding to and continuing the business of another broker-dealer need not file a 
report as of the date in the calendar year in which the succession occurs if the predecessor 
broker-dealer had filed a report as of a date in such calendar year. The last report filed by 
Fox as a sole proprietor had been filed in December 1969 as of October 31, 1969; accord- 
ingly, the corporate registrant as the successor broker-dealer was required to file a report 
as of a date in 1970. Under 17a—5, registrant had until February 15, 1971 to file a 
report as of December 31, 1970 before a violation with respect to 1970 occurred; such 
date was of course well after the assignment for the benefit of creditors executed in 
September 1970. 
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suite of offices as the assignee’s office. Also, various tangible assets 
of registrant were received by the assignee or by his attorney; 
the assignee’s attorney notified the Post Office to send all mail ad- 
dressed to registrant to the assignee; the attorney opened a special 
bank account in the name of the assignee for the deposit of funds 
due registrant; and a former employee of registrant was engaged to 
work on the records and prepare certain schedules. In June 1971, be- 
fore the institution of these proceedings, the attorney for the assignee, 
following requests from our staff, filed an amendment executed by the 
assignee to registrant’s broker-dealer form reporting the fact that he 
was the assignee for the benefit of registrant’s creditors.® There is no 
evidence that the assignee withdrew or that he or his attorney took 
any steps to terminate the assignment. The record indicates that 
registrant’s affairs—such as they then were—were under the assignee’s 
control and thet he had actual or constructive possession of its records. 
Hence we cannot find Fox personally responsible for or a willful aider 
and abettor in the violations based on the failure to preserve recor'ls 
and file reports after the assignment for the benefit of creditors. 


OTHER CHARGES 

We find, as did the administrative law judge, that registrant, will- 
fully aided and abetted by Fox, willfully violated Section 15(c) of the 
Exchange Act and Rule 15c2—4 thereunder during the period April- 


July 1970.*° During this period registrant undertook to act as under- 
writer for a public offering of stock of Lektramatic Compu-Services, 
Inc. on a “50% or none” basis. Funds received were escrowed with a 
bank until it was determined whether the offering would be consum- 
mated or whether the requisite subscriptions would not be obtained, 
in which latter event the funds were to be returned to the individual 
subscribers. There were about 115 tentative subscribers who remitted 
approximately $87,350 to registrant. Funds totaling $1,600 received 
from three of the subscribers, however, were not deposited in the bank 


»® Although the Division requested and eventually received this amendment reflecting 
the assignment, it now complains that such assignment cannot be recognized under the 
securities laws because there was no compliance with Rule 15b1—4 under Section 15(b) of 
the Act. That rule provides among other things that the registration of a broker-dealer 
shall be deemed to be the registration of an assignee for the benefit of creditors appointed 
or qualified to continue the business of such registered broker-dealer provided that the 
assignee files with us, within 30 days after entering upon the performance of his duties, 
a statement setting forth as to such assignee substantially the information required by 
the broker-dealer registration form. It is noted that the obligation to file a Rule 15b1—4 
statement is placed on the assignee, not Fox; that it applies where the assignee wishes 
to continue the broker-dealer business whereas the assignee in this case apparently made 
no effort to continue a broker-dealer business; and that the assignee did belatedly file a 
broker-dealer registration form, without identifying it as a Rule 15b1—4 statement. 

1 Rule 15c2—4, as here relevant, provides that where a broker-dealer participates in a 
distribution of securities being made on an “all or none” or some other contingent basis 
rather than on a firm commitment, the money he receives as the sale price of the securities 
must be promptly transmitted to a bank which has agreed to hold such funds in escrow 
for the persons who have the beneficial interests therein and to transmit or return such 
funds directly to the persons entitled thereto when the contingency has occurred. 
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escrow account.1! When registrant abandoned the proposed offering 
after failing to obtain the requisite subscriptions, these three sub- 
scribers did not get their money back. 

Respondents urge that the failure to deposit the funds of the three 
subscribers in the escrow account with the subscriptions of the other 
112 subscribers was due to inadvertence and not willful. The adminis- 
trative law judge stated that he found nothing in the record to sug- 
gest that registrant deliberately converted the funds of these three 
subscribers but concluded that such a finding is not necessary to sup- 
port a finding of willful violation. We agree. It is well established 
that a finding of willfulness within the meaning of Section 15(b) of 
the Act need not be based on a finding of an intention to violate the 
law.” 

The order for proceedings also alleged that Fox had failed reason- 
ably to supervise persons subject to his supervision with a view to 
preventing violations of the Act.4* Registrant was a small firm. Fox 
was the president, sole stockholder and operating manager and as such 
not only had the responsibility to see to it that registrant complied 
with applicable regulations but obviously was aware of registrant’s 
net capital and record-keeping difficulties. For these reasons we have 
agreed with the administrative law judge’s findings that Fox aided 
and abetted registrant’s violations to the net capital, record-keeping 


11The order for proceedings was amended at the commencement of the hearings to in- 
clude the charge of a violation of the escrow requirements. We see no merit in respondents’ 
argument that the granting of the motion to amend and the denial of respondents’ request 
to postpone the hearings to give them time to prepare to meet this new charge deprived 
them of due process. Respondents have shown no prejudice arising from these rulings. 
Although they state that they had difficulty in determining the branch of the bank in 
which registrant opened the escrow account, such information was a matter peculiarly 
within their knowledge, and notwithstanding the claim of difficulty, respondents in fact 
were able to determine and introduce into the record evidence with respect to the estab- 
lishment of such an account. 

12 See e.g. Tager V. 8.H.0., 344 F. 2d 5, 8 (C.A. 2, 1965) : The Ben Zenoff Company, Inc., 
44 §.E.C. 719, 723 (1971). Respondents also argue that the notice that the $1,600 had not 
been returned to the three subscribers had initially gone to the assignee pursuant to his 
direction that all mail addressed to registrant be forwarded to the assignee, and that 
the assignee took no action on such notice. Respondents misconceive the nature of the 
violation; such violation was committed when the subscription moneys were received by 
registrant and were not promptly escrowed, and that took place before the assignment. 

18 The order for proceedings also included a charge that registrant violated the anti- 
fraud provisions by engaging in business when it was incapable of promptly consummating 
securities transactions and when respondents knew that registrant was unable to meet its 
commitments as they became due. The Division’s proposed findings of fact to the admin- 
istrative law judge did not cover that charge, the administrative law judge in his initial 
decision made no finding thereon, and the Division in its petition for review of the initial 
decision took no exception with respect thereto. In this case, therefore, that issue is not 
before us. But when the question has been brought to us, we have held that engaging in the 
securities business while insolvent or financially unable to consummate transactions or to 
meet current obligations in the ordinary course of business does violate the antifraud 
provisions. See e.g. Weston and Company, Inc., 44 S.E.C. 692 (1971). Since this basic fraud 
charge was not properly brought before us, we cannot conclude that registrant violated 
the antifraud provisions by doing business while in violation of the record-keeping or even 
the net capital requirements. Such conduct, by itself, is simply the violation of the spe- 
cific sections of the Act and of the rules applicable thereto, and not, in addition, a violation 
of the antifraud provisions. 
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and underwriting escrow requirements. In some situations the differ- 
ence between aiding and abetting and failure of supervision may be 
somewhat shadowy, with aiding and abetting connoting more of an 
active participation in or awareness of improprieties, and failure to 
supervise connoting more an inattention to supervisory responsibilities 
when more diligent attention would have uncovered improprieties.** 
Here, having made findings of aiding and abetting against Fox with 
respect to violations of certain substantive provisions, it is inappro- 
priate and inconsistent to find him responsible for a failure of super- 
vision with respect to the same misconduct.*® 


PUBLIC INTEREST 

Respondents urge that in any event the sanction ordered by the ad- 
ministrative law judge is excessive and is in part the result of his mis- 
understanding of a penalty imposed against Fox by the NASD.*® 
Respondents also assert that Fox understood (incorrectly) from his 
communications with a staff member that he was disqualified from en- 
gaging in the securities business while the assignment or these pro- 
ceedings were pending and on the basis of this understanding he re- 
mained out of the industry for approximately 14 months, and we are 
urged to take this factor into consideration. 

The Division argues that the assignment for the benefit of creditors 
was void and part of a scheme by Fox to misappropriate registrant’s 
assets. The difficulty with this contention is that there is no support 
for it in the record before us. The order for proceedings did not charge 
and there is no evidence in the record that Fox misappropriated any 
of registrant’s assets,!’ nor is there any evidence that the assignment 


14 Cf. Anthony J. Amato, 45 S.E.C. 282, 286 (1973). 

15 Adolph D. Silverman, 45 S.E.C. 328, 331 (1973). 

16 In connection with his statement that the record does not indicate prior violations by 
respondents, the administrative law judge in a footnote noted that while the NASD had 
expelled registrant from membership and barred Fox from association with any other mem- 
ber, such sanctions were based on charges analogous to those involved in the instant pro- 
ceedings and involving comparable time periods. In fact, the NASD had only barred 
Fox from association with any other member as a principal or in any other supervisory 
capacity, thus permitting him to be associated with a member in a suprevised capacity. 

17 The Division’s contention is based on the assumption that the assets of registrant as 
shown by the net capital computation as of June 30, 1970 were grossly in excess of those 
turned over to the assignee in September 1970. As of June 30 registrant had a net capital 
deficiency of over $157,000. There is nothing in the record reflecting the total claims of 
creditors or the total of registrant’s assets as of the date of the assignment in September 
1970, or to show that any reduction in assets between June and September was not the 
result of paying creditors’ claims. In fact, some of the assets listed as of June 30 obviously 
were liquidated to satisfy claims against registrant and could not have been turned over 
to the assignee. For example, one asset item of $65,850 was Cash in Bank—Escrow 
Account. This was counterbalanced by a liability item in the same amount listed as Under- 
writing Payable. This was the underwriting escrow account which the bank was obligated 
to pay to the issuer or return to the subscribers and in no way represented assets which could 
have been misappropriated by Fox. Similarly, another bank held securities as collateral 
for a loan to registrant on which it foreclosed and sold the securities, and the failure to 
turn over such assets to the assignee in no way supports an inference that Fox misappro- 
priated them. 
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was executed in contemplation of any fraudulent scheme. It is true that 
at a conference in early September 1970 with Fox and his then at- 
torney, our staff suggested, and Fox and his then attorney agreed, 
that registrant would file a petition in bankruptcy, and that this was 
not done. Fox’s then attorney, however, had referred Fox to another 
attorney, allegedly a specialist in such matters, and it was this other 
attorney who then recommended to Fox the assignment for the benefit 
of creditors procedure as a preferable way to liquidate the firm and 
protect creditors. That Fox executed an assignment for the benefit of 
creditors on behalf of registrant on the advice of this counsel rather 
than filing a petition in bankruptcy as suggested by our staff is not 
evidence of deceit or fraud. 

The violations we have found are serious: the net capital rule has 
been described as “one of the most important weapons in the Com- 
mission’s arsenal to protect investors”; ** and accurate and current 
records are essential to enable a broker-dealer to determine compliance 
with the net capital and other requirements.?® 

Without minimizing the seriousness of the violations, it is apparent 
that they related to Fox’s managerial responsibilities as a registered 
broker-dealer and as the principal officer and manager of a registered 
broker-dealer. In a disciplinary proceeding which involved basically 
the same net capital and record-keeping difficulties during the same 
period of time as in these proceedings, the NASD barred Fox from 
association with any NASD member in any principal or other super- 
visory capacity. Fox represents that he has now been employed with a 
registered broker-dealer in a supervised capacity for a number of 
months without any difficulties. 

Our review of the record leads us to conclude that it is in the pub- 
lic interest to revoke registrant’s registration and to bar Fox himself 
from association with any broker or dealer in a proprietary, man- 
agerial or supervisory capacity but permit him to be employed in a 
supervised capacity. He may enter into any such future employment 
with a broker or dealer other than his present employer, however, 
only a showing to our staff that he will be adequately supervised. 

Accordingly, IT IS ORDERED that the registration as a broker 
and dealer of Fox Securities Company, Inc. be, and it hereby is, re- 
voked, and that Morris Fox, subject to the above condition, be per- 
mitted to be associated with a broker or dealer in a supervised capacity 
but that he be, and he hereby is, barred from association with any 
broker or dealer in a proprietary, managerial or supervisory capacity. 

By the Commission (Commissioners Owrns, Loomis, Evans and 
Sommer), Chairman Garrett not participating. 


18 Blaise D’Antoni & Associates, Inc. v. S.E.C., 289 F. 2d 276 (C.A, 5, 1961). 
19 Pennaluna & Company, Inc., 43 8.E.C. 298 (1967). 





IN THE MATTER OF 


PACIFIC SCHOLARSHIP TRUST SPONSORED 
BY PACIFIC SCHOLARSHIP FUND 


File No. 3-3718. Promulgated October 31, 1973 


Investment Company Act of 1940 
INVESTMENT COMPANIES 


Redeemability and Sales below Net Asset Value 


Exemption from Sections 14(a) and 18(i) to permit sale of plans with appli- 
payment plans, intended to provide funds for educational expenses, which are not 
fully redeemable, and exemption from Section 23(b) to permit sale of plans be- 
low net asset value, denied, in view of applicant’s failure to show forfeiture and 
dilution of planholder interests as consistent with protection of investors and 
purposes of Investment Company Act or necessary or appropriate in public in- 
terest. The Trust Fund Sponsored by the Scholarship Club, Inc. (“SCI”) case, 
43 S.E.C. 917 (1968), overruled. 


Capitalization and Voting 


Exemption from Sections 14(a) and 18(i) to permit sale of plans with appli- 
cant’s capital less than $100,000 and to permit one vote per plan, granted, where 
applicant’s investment policy is conservative and variation in amounts of dif- 
ferent plans would not be substantial. 


APPEARANCES: 


Hartley Paul, of Lane, Powell, Moss & Miller, for applicant. 
William Kleh and Harold Sweetwood, for the Division of Investment Manage- 
ment Regulation of the Commission. 


FINDINGS, OPINION AND ORDER 


These are proceedings with respect to an application filed by the Pacific Schol- 
arship Trust (‘“applicant’’), a registered closed-end investment company spon- 
sored by Pacific Scholarship Fund (‘sponsor’), requesting exemptions from vari- 
ous provisions of the Investment Company Act of 1940. 


1After appropriate notice, public hearings were held. An initial decision was waived, 
proposed findings and briefs were filed by the applicant and by our Division of Investment 
Management Regulation, and we heard oral argument, The Education Cooperative Trust of 
America, which proposed operations requiring similar exemptions, was permitted to state 
its views with respect to the application. Our findings herein are based on our independent 
examination of the record. 


45 S.E.C.—IC40——8065 
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The sponsor is a non-profit. corporation organized to promote and 
operate plans designed to provide funds to be applied towards students’ 
expenses of post-high school education and vocational training. The 
plans are to be sold to residents of the State of Washington and admin- 
istered by Scholarship Investment Corporation (“SICO”), a profit- 
making corporation. An investor joins the sponsor by agreeing to estab- 
lish a “scholarship” plan for the benefit of a named child. In general, 
under the terms of such a plan, the investor agrees to open and pay 
either a lump sum or monthly deposits into a savings account in his 
own name in a federally insured bank and also agrees that all earn- 
ings accruing on‘such account will be transferred annually to appli- 
cant. Such earnings will, through the medium of a bank trustee, be 
invested and ultimately distributed for the benefit of student bene- 
ficiaries of planholders. The principal in the investor’s savings account 
remains his property under his control and he may withdraw it at any 
time. Such a withdrawal prior to the completion schedule set forth in 
his plan, however, will result in the forfeiture by the investor of the 
earnings on his account which were therefore transferred to applicant 
and the elimination of the investor’s designated beneficiary from any 
participation in applicant’s assets. Similarly, if the child designated as 
a beneficiary dies, or does not enter any program of higher education, 
or does not satisfactorily complete the first year (or any subsequent 
year), the investor’s interest in applicant’s assets is forfeited. 

The plans contemplate that if they are carried to completion the 
principal amount of the investor’s savings account will be available to 
be applied towards the beneficiary’s first year’s post-high school ex- 
penses, and that sums from applicant’s assets will be provided to be 
applied towards the succeeding three years’ tuition and other quali- 
fying; expenses” so long as the beneficiary continues his education in 
an accredited higher educational program. There is no assurance that 
a qualifying beneficiary will receive funds sufficient to meet all of his 
expenses. A distinctive feature of the plans is that they embody the 
possibility that applicant’s assets may include amounts forfeited by 
the failure of investors to carry out their plans or by the failure of 
beneficiaries to enter or continue their post-high school programs. The 
forfeited earnings will be used for the benefit of nonforfeiting plan- 
holders’ beneficiaries, so that an investor’s beneficiary who does enter 
and continue such a program may receive more than the amounts paid 
by that particular investor plus the earnings on such amounts.® 


2 These include room, board, fees, and an allowance for books and supplies. 

3 Applicant has suggested various methods of allocating such forfeitures which the 
Division has called inequitable. Applicant has offered to devise another which will meet 
with the Division’s approval. 
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Applicant proposes to offer six kinds of plans, three installment and 
three lump sum. The installment plans would require monthly pay- 
ments of $20, $30 or $45 for periods between 6 and 10 years. From these 
payments sales and administrative charges totaling $210 would be de- 
ducted. The net payments would range between $2500 and $3500, The 
lump-sum plans would require a single payment ranging between 
approximately $1800 and $2200 from which sales and administrative 
charges totaling $196.50 would be deducted. All sales and most admin- 
istrative fees will be paid over to SICO. The net payments on all 
plans would be deposited in the investor’s individual savings account, 
which he would be obliged to maintain for periods ranging between 
714 and 12 years, with earnings accruing on such account to be paid 
annually to applicant. Applicant will invest such funds in United 
States Government obligations or grade A municipal bonds. 

Section 6(c) of the Act authorizes us 'to exempt any person from any 
provision of the Act either conditionally or unconditionally, if and to 
the extent we find such exemption “necessary or appropriate in the 
public interest and consistent with the protection of investors and the 
purposes fairly intended by the policy and provisions” of the Act. 
The broad exemptive power under that section to free any person from 
any provision of the Act is one which must be exercised with circum- 
spection and with full regard to the public interest and the basic 
purposes of the Act.* In ruling on the application we must, therefore, 
determine whether applicant has shown that granting the exemptions 
requested for its plans would be necessary or appropriate in the public 
interest and consistent with the protection of investors and the policy 
and provisions of the Investment Company Act. 


REDEEMABILITY—SECTION 27(c) (1) 


All of applicant’s plans, both periodic and lump sum, are “periodic 
payment plan certificates” * which, under Section 27(c)(1) of the 
Act * must be redeemable securities.’ This means that no forfeitures 
can be suffered. But, as applicant acknowledges, the forfeiture element 
in its plan is basic to the entire arrangement. The whole idea of appro- 
priating the interest earned on the contributions of those who fall by 


4 See, e.g., The Great American Life Underwriters, Inc., 41 S.E.C. 1, 5 (1960) ; see also 
Variable Annuity Life Insurance Company of America, 43 S.E.C. 61, 64 (1966). 

5 Section 2(a)(27) of the Act defines “periodic payment plan certificate” as “(A) any 
certificate . . . or other security providing for a series of periodic payments by the holder, 
and representing an undivided interest . .. in a fund of securities purchased wholly or 
partly with the proceeds of such payments, and (B) any security the issuer of which is 
also issuing securities of the character described in clause (A) and the holder of which 
has substantially the same rights and privileges’ as the holders of the periodic payment 
certificates. 

6 “Tt shall be unlawful for any registered investment company issuing periodic payment 
plan certificates . . . to sell any such certificate, unless ... [it] is a redeemable security.” 

7 Section 2(a) (32) defines redeemable security as “any security ... under the terms of 
which the holder . . . is entitled to receive approximately his proportionate share of the 
issuer’s current net assets.” 
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the wayside in making their payments, those whose children never go 
on to higher education and those whose children do go there but only 
for a short time, and giving it to the children who stay longer than 
one year requires that the investment accounts (as distinguished from 
the savings accounts) be irredeemable. Exemption from Section 27 (c) 
(1) is therefore essential for the sale of applicant’s plans. 

In an earlier decision, The Trust Fund Sponsored by the Scholar- 
ship Club, Inc. (“SCY”), an exemption from Section 27(c) (1) for 
scholarship plans similar to applicant’s was granted. That decision 
noted that the applicant in that case, as here, is “substantially dif- 
ferent from the conventional management investment company, and 
that the securities represented by the ‘scholarship’ plans differ from 
conventional periodic payment plan certificates. An investor will al- 
ways retain a right to the principal in his savings account, and only the 
earnings payments that have been transferred to the applicant are 
non-redeemable.” ° Without undertaking to determine whether or not 
the applicant’s proposed operation was a good way for parents to 
provide for the higher education of their children, the SCZ opinion 
concluded that the critical element was “full disclosure of the features 
of the plans with respect to the forfeiture provisions and their 
consequences.” 7° 

Applicant argues that SCZ is controlling here, and the instant case 
has required us to reconsider that decision. That reconsideration leads 
us to conclude that the SCJ case should be overruled. The SCZ decision 
placed undue emphasis on the element of disclosure and gave insufli- 
cient weight to the regulatory provisions and purposes of the Invest- 
ment Company Act itself. The Investment Company Act, passed in 
1940, some seven years after the enactment of the Securities Act of 
1933 and six years after the Securities Exchange Act of 1934, is a 
recognition by Congress that the disclosure requirements of the pre- 
existing legislation did not meet the special problems presented by in- 
vestment companies and that regulatory measures were needed to 
control those companies and to prohibit certain practices by them.” 

The difficulties with disclosure as the sole protection in certain situa- 
tions are illustrated by the inherent conflicts in applicant’s position. 
"843 S.E.C. 917 (1968). 

Td. at p. 925. 

10 Td. 

11 Cf. the testimony of then ‘Commissioner Healy before a subcommittee of the Senate 
Banking and Currency Committee prior to the passage of the Investment Company Act: 
“It should hardly be necessary to point out that existing legislation is not adequate to 
meet the problems presented by the investment company. . .. The disclosure principle 
embodied in the Securities Act and Securities Exchange Act is a sound principle, but it 
has its limitations.” Hearings on S. 3580, 76th Cong., 3rd Sess., pp. 38-39 (1940). And 
before a House Interstate and Foreign Commerce subcommittee he stated that while the 
existing legislation required disclosure, the pending investment company measure “is a 
regulatory measure. It undertakes to regulate certain practices and to stop certain things. 


And, the Securities Act undertakes no such results.”’ Hearings on H.R. 10065, 76th Cong., 
3rd Sess., p. 64 (1940). 
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While denying that the principal expectation of an investor’s gain is 
tied to the anticipated forfeiture of others’ plans, applicant does not 
deny that the forefeiture feature is fundamental to its operations. We 
agree with the Division that a principal appeal of applicant’s plans 
will be the possibility of sharing in the forfeited interest earnings of 
planholders who fall by the wayside. This unique attraction of the 
plans would be fueled by an appeal to a too common temptation or de- 
sire to get something for nothing, coupled with an appeal to the per- 
petual optimism of an investor that while others will suffer forfeitures 
he will be one of the fortunate who will not. The contradictory as- 
sumptions inherent in applicant’s plans (that an investor will benefit 
from others’ forfeitures but that he himself will not forfeit) create 
the sort of a situation in which disclosure alone may be inadequate 
to protect investors. 

Applicant seeks to escape the restrictions of Section 27(c) (1) by 
arguing that Congress did not really consider the redeemability fea- 
ture of cardinal importance. But the redeemability requirement is 
stated clearly and unequivocally; its intent to prevent forfeitures is 
obvious. Moreover, the redeemability feature would appear to be the 
keystone of the Act’s special provisions regulating in detail the amount 
and timing of sales charges on periodic payment plans.’? The sub- 
stantial protection investors enjoy from the detailed regulation of 
these charges would be easily outflanked if penalties could be imposed 
for the premature termination of periodic payment plans, such as the 
forfeiture of the interest earnings here. 

Applicant seeks to minimize the possibility and significance of for- 
feitures, arguing that there won’t really be that many because appli- 
cant will require screening of planholders to prevent sales to persons 
likely to forfeit and it also has adopted provisions under which plan- 
holders will be able to transfer their plans or name substitute student 
beneficiaries. These efforts to keep forfeitures at a minimum obviously 
have their limitations.* Applicant does not deny that there will be 
forfeitures and in fact, as noted above, concedes that the forfeiture 
feature is integral to the operation of its plans.** 


12 See Sections 27(a) (1), (2) and (3), 27 (d) and (h). In effect these provisions estab- 
lish maximum rates and timing of loads which Congress considers reasonably may be for- 
feited upon early lapse of installment plans. Hearings on S. 3580 Before a Subcommittee 
of the Senate Committee on Banking and Currency, 76th Congress, 3rd Sess., p. 301 
(1940). 

13Thus transfer of the obligations of a plan to another person other than a generous 
relative would appear unlikely unless a new beneficiary is substituted, which may be done 
only before the tenth birthday of the original beneficiary or upon his death prior to 
entering his second year of higher education. 

14 Applicant states its efforts would minimize forfeitures except those arising from 
“normal student attrition,” which it defines in general as a student’s failure to enter or 
continue in higher education even though applicant’s investor and student suitability 
standards are satisfied at the time of plan enrollment, Nevertheless applicant believes that 
forfeitures from such “normal” attrition will supply significant payouts to eligible 
students. 
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We recognize that forfeited earnings would be paid eventually to 
those beneficiaries who do go on to higher education programs, and 
would not be turned over to applicant’s sponsor or SICO. But who- 
ever gets these funds, the effect on the forfeiting planholder is the 
same: he loses the accumulated interest on his savings account which 
was transferred to applicant as well as the sales and administrative 
charges paid up to that point.’ As against this risk, the investor would 
be participating in a plan whose benefits applicant concedes probably 
would not be adequate to meet all expenses of higher education,’® even 
assuming that he and his beneficiary do not fall out and that others do. 

Applicant seeks to justify an exemption from Section 27(c) (1) on 
various other grounds. Thus, it argues that forfeitures are not bad 
per se, contending that they normally occur in other areas such as in 
connection with insurance policies, pension plans and social security 
programs. We do not think these things can be equated with applicant’s 
plans. In any event, we are dealing here with specific provisions of 
regulatory legislation covering applicant’s particular operations. 

Applicant states that new modes of financing higher education are 
urgently needed, particularly for middle income families whose in- 
comes are often too high to qualify them for scholarships and too low 
to meet all expenses. This in itself does not indicate that it is in the 
public interest to exempt applicant’s plans from the redeemability 
provisions. Such plans will, through the forfeiture feature, provide 
an incentive for planholders to save and may provide extra benefits 
for those beneficiaries who do enter higher education. But there is no 
guarantee that any beneficiary will receive all or even a certain portion 
of his expenses. And a planholder’s savings account itself is not re- 
quired to be spent on education and indeed may be available for other 
uses by the planholder, without forfeiting his trust account, for sev- 
eral years prior to his beneficiary’s projected date of embarkation on 
higher education. In effect these plans are a device for transferring 
interest earnings of parents who fall behind in their payments or 
can’t put their child through the first year of higher education to 
those who make the payments on time and can put their child through 
the first year. 

We come back to the appeal inherent in these plans—that is signifi- 
cant number of planholders will forfeit their earnings and that such 


1 With the savings deposits earning 5% compounded quarterly, the plans, which have 
been devised to produce approximately equal amounts of interest, would, if completed, 
yield about $945 in interest. At 4%, the amount is $723 and at 6% it is $1,187. Of course 
forfeitures on plans lapsing before maturity would be less, e.g., for a ten year plan earning 
4%, forfeited loads and uncompounded earnings total $99 upon lapse in the first year, 
$204 in the second, $352 in the fifth, and $827 in the tenth. 

16 Applicant’s most optimistic projection of the average trust fund benefit per student 
per year is $780, including amounts reflecting projected forfeitures. 
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forfeited sums will be available to those who complete their plans. If 
there are forfeitures, investors will lose part of their funds contrary 
to the statutory policy and provisions. To the extent forfeitures are 
minimized or eliminated, there would be available to each planholder’s 
planholder maintained his own savings account, but less the 
administrative and sales fees.17 We see no public interest in such 
plans sufficient to override the policy and provisions of the Investment 
Company Act requiring redeemability and prohibiting forfeitures in 
connection with periodic payment plans. 

We conclude that applicant has failed to sustain its burden of show- 
ing that the forfeiture of the interest earnings is consistent with the 
protection of investors and the purposes of the Act and is necessary 
or appropriate in the public interest. We must, therefore, deny the re- 
quested exemption from Section 27(c) (1). 

Accordingly, tc the extent that our decision in Zhe Trust Fund 
Sponsored by the Scholarship Club, Inc., 43 S.E.C. 917 (1968) is con- 
trary to the views we express here, it is overruled. 


OTHER REQUESTED EXEMPTIONS 


Applicant has stated that the exemption to permit forfeitures is 
fundamental to the operation of its plans, Although our denial of that 
exemption appears therefore to moot the remaining exemption re- 
quests, we wish to dispose completely of the pending application. 

Section 23(b) of the Act prohibits a closed-end investment company 
from selling its shares below current net asset value. It would be im- 
possible, of course, to determine the value of the interest in applicant’s 
assets which a new investor acquires, since the extent to which the in- 
vestor’s designated beneficiary may participate in those asset would 
depend, among other things, on the extent of the contributions and 
forfeitures by other planholders and on the number of beneficiaries 
who will qualify to receive distributions. In effect planholders, who 
will each pay the same price for the same type of plan purchased, may 
overpay or underpay depending on their chances for sharing in appli- 
cant’s scholarship funds and the chances of fellow planholders. Noting 
that Section 23(b) (2) permits a closed-end company to sell securities 
below net asset value with the consent of a majority of its common 
stockholders, applicant requests a temporary exemption from Section 
23(b) until it can obtain the consent of investors to the continuous sale 
of applicant’s securities under its present arrangements. 


17 Applicant urges that even if there are no forfetitures, which applicant concedes is 
unlikely, an investor may still desire to participate in the plans in order to gain the 
benefits of his own earned interest at rates higher than regular passbook rates due to the 
pooling of such funds, at a maximum cost of $210 in sales and administrative fees. There 
is no indication, however, that the interest increment would exceed the fees paid. 
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We have held above that applicant’s request for the redemption ex- 
emption from Section 27(c)(1) must be denied. For much the same 
reasons, we conclude that the request for an exemption from Section 
23(b), which is inextricably tied in with the redeemability and for- 
feiture features, must also be denied.1® 

Section 14(a) of the Act makes it unlawful for an investment com- 
pany to offer its shares unless it has a net worth of at least $100,000. 
Applicant’s assets will be nil until transfers of planholders’ interest 
earnings commence. Protection from an inadequate capitalization is 
unnecesary for applicant’s planholders, however, because their savings 
accounts will be held in federally insured banks and the interest earned 
will be conservatively invested, i.e., in United States Government se- 
curities and high-grade municipal bonds. We also note that SICO has 
agreed with applicant not to commence plan sales until it has estab- 
lished a $50,000 reserve trust to secure performance of its obligations, 
SICO’s paid-in capital is at least $250,000, SICO has obtained a $150,- 
000 bank line of credit and responsibile SICO shareholders have agreed 
to guarantee lines of credit totaling $250,000. Exemption from Sec- 
tion 14(a) is therefore justified. 

Each planholder will automatically become a member of applicant’s 
sponsor and will be entitled to one vote per plan owned in the election 
of the sponsor’s directors and other corporate matters. Voting rights 
will not vary with the size of a planholder’s savings or investment trust 
accounts. Under these circumstances exemption from Section 18(i) of 
the Act, which requires that the stockholders of investment companies 
have equal voting rights, is necessary. The plans are designed eventu- 
ally to generate equal earnings transfers to the trust. An exemption 
from Section 18(i) is justified, therefore, as we held in the SCZ case, 
since “the possible variations in the amounts of different plans are not 
so substantial as to make it unreasonable as a practical technique to 
permit one vote per plan.” 7° 

Accordingly, IT IS ORDERED, pursuant to Section 6(c) and other 
applicable provisions of the Investment Company Act, that exemptions 
for Pacific Scholarship Trust Sponsored by Pacific Scholarship Fund 
from Sections 14(a) and 18(i) of the Investment Company Act be, 
and they hereby are, granted. 

IT IS FURTHER ORDERED that exemptions from Section 23 
(b) and 27(c) (1) of the Act be, and they hereby are, denied. 

By the Commission (Commissioners Owens, Loomis, Evans, and 
Sommer), Chairman Garrett not participating. 
~38In the SCI case, where, as noted earlier, an exemption from Section 27(c)(1) was 
granted, a related exemption from Section 23(b) was also granted. 43 S.E.C. 917, 926 


(1968). 
10 Td. at p. 924. 
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FRIEDMAN & COMPANY 
ALBERT FRIEDMAN 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-4047. Promulgated October 31, 1973 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 


In proceedings for review of disciplinary action by registered securities asso- 
ciation, association’s findings of violation of its rules based on sole proprietor 
member’s failure to honor trades, sustained, but under circumstances including 
managerial nature of violation, sanctions modified to permit association with 
members in non-supervisory, non-managerial and adequately supervised capacity. 


APPEARANCES: 


Jesse Zaslav, for applicant. 
Lloyd J. Derrickson, Andrew McR. Barnes and Raymond J. 
Gustini, for the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Albert Friedman, sole proprietor of Fried- 
man & Co., for review of disciplinary action taken by the National 
Association of Securities Dealers, Inc. (“NASD”). The NASD found 
that applicant violated Article III, Section 1 of the NASD’s Rules 
of Fair Practice+ in that the firm failed to honor sales of securities 
to another member. The NASD expelled the firm from membership, 
revoked Friedman’s registration as a principal and imposed costs 
against him of $196.26.? 


1 Article III, Section 1 requires that a member, in the conduct of his business, shall 
observe “high standards of commercial honor and just and equitable principles of trade.” 

2 Briefs were filed with us. Our findings are based upon an independent review of the 
record certified to us by the NASD. 


45 S.E.C.—34———10472 
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First New York Equities Co. (“FNY”), complained in these pro- 
ceedings before the NASD, purchased from the applicant member a 
total of 900 units of Electrogasdynamics on three dates in September 
1970. Applicant had not delivered any of the units by the settlement 
dates. On September 23, the day after the last settlement day, FNY 
sent the firm a notice that on September 25 FNY would purchase the 
units and charge applicant for any loss sustained, pursuant to the 
“buy-in” procedure set forth in Section 59 of the NASD’s Uniform 
Practice Code.’ At Applicant’s request however, FNY waited until 
October 5. Applicant then agreed to “mark to the market,” i.e., deposit 
with FNY in cash the difference between the purchase prices and the 
then market price, which had risen substantially since the September 
trade dates.* Applicant, however, could not make the payment when 
the FNY representatives arrived at applicant’s office later that day. 
FNY then sent applicant a second buy-in notice effective the next day, 
October 6. On that day applicant promised to deliver the units, but 
when none had been delivered by 3:20 p.m., FNY purchased the 900 
units at approximately double the original purchase prices.® The buy- 
in gave rise to a balance due FNY from applicant of $8,475, which 
applicant did not pay. 

Applicant does not dispute these facts but asserts that he was not 
financially able to deliver the units. The NASD points out, however, 
that applicant in effect was speculating by selling the securities short 
at a time when the firm was in financial difficulty and it was doubtful 
he could cover such sales. We find, on the basis of such financial irre- 
sponsibility, that applicant’s conduct violated Article III, Section 1 
of the NASD Rules of Fair Practice. 

Applicant does not question the expulsion from membership in the 
NASD but urges that a revocation of his registration which will pre- 
clude him from engaging in the securities business in any capacity is 
harsh and excessive. 


3 Section 59 provides, in substance, that where a seller has not performed a contract 
by the date delivery is due, the buyer, after giving notice, may purchase, i.e., “‘buy-in,’”’ in 
the market and for the account and risk of the seller, the securities which were to have 
been delivered. 

4 See Section 58 of the NASD Uniform Practice Code. 

5 Applicant attempted to deliver 300—400 common shares about 4 p.m. 

6 Before the NASD District Committee but not at the hearing before the NASD Board of 
Governors, applicant asserted that FNY’s execution of the buy-in on October 6 was pre- 
mature since the notice had originated with another broker on October 5 and had been 
retransmitted by FNY and therefore, as provided by ‘Section 59(a) of the Practice Code 
then in effect, the October 6 deadline was extended an additional 24 hours. It appears that 
under this section the originator of the buy-in would have had to wait this additional 
period, but not the transmitter, FNY. In any event, as indicated by the NASD, Section 
59(d) of the Code, as then in effect, provided that a buy-in notice couJd remain in effect 
for 14 days. Hence, execution of the buy-in was valid under the September 24 notice. 
Applicant also asserted, before the NASD, that the buy-in was part of a plan to squeeze 
him financially and that the price at which the shares were purchased by FNY, 17%, was 
3-4 points above market. These assertions, however, which are not pressed here, would 
not have constituted excuses for applicant’s original failure to honor the trades. 
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He asserts that he was the victim of market changes and financial 
reverses and that he had no intention to defraud anyone; that he has 
lost all the money he put into his business, and borrowed additional 
sums in an effort to pay insofar as possible amounts owed to brokers 
when he discontinued business in September 1970 because of financial 
difficulties; that in August 1972 he made an offer to the complainant 
to make restitution in payments of $100 per month but has received 
no response; and that none of his few retail customers has suffered 
any loss. 

The NASD argues that severe sanctions are justified. It points 
out that short selling, if carried out on a widespread basis by thinly 
capitalized members, could lead to the collapse of many firms. 

We share the NASD’s concern for the financial integrity of its 
members and agree that a substantial sanction is appropriate in the 
public interest. it is noted, however, that when it became clear that 
applicant was unable to comply with our net capital requirements, ’ 
he voluntarily ceased his securities operations except for efforts to 
clean up existing situations, and that this occurred before the com- 
plainant’s buy-in of October 6, 1970. Applicant’s conduct does indicate 
that in the public interest he should not be entrusted with the responsi- 
bility of managing or owning a securities business, but it is not neces- 
sary to revoke his registration without qualification and in effect bar 
him from any association with any broker or dealer. It is appropriate 
in the public interest, therefore, to reduce the sanction imposed against 
him to provide that he be barred from association with any NASD 
member in a managerial or supervisory capacity. He may become 
associated with a member in a non-supervisory position however, only 
upon a showing satisfactory to the NASD that le will be adequately 
supervised. 

Accordingly, IT IS ORDERED that the sanction imposed against 
Albert Friedman be, and it hereby is, modified as provided above 
and that the action taken by the NASD in other respects be, and it 
hereby is, affirmed. 

By the Commission (Commissioners Owens, Loomis, Evans and 
Sommer), Chairman Garretr not participating. 


7 Section 15(c) (3) of the Act and Rule 15c3—1 thereunder. 





IN THE MATTER OF 
NEW ENGLAND ELECTRIC SYSTEM 
MASSACHUSETTS GAS SYSTEM 


File No. 838-4053. Promulgated October 31, 1973 
Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION 

This proceeding relates to a plan of New England Electric System 
(“NEES”), a registered holding company, and its subsidiary holding 
company, Massachusetts Gas System (“Mass Gas”), filed pursuant to 
Section 11(e) of the Public Utility Holding Company Act of 1935 
(“Act”) and other applicable provisions and rules thereunder, includ- 
ing Section 12(d) and Rule 44. The plan proposes that NEES sell its 
capital stock interest in the Lawrence Gas Company (“Lawrence”), a 
subsidiary company, to Springfield Gas Light Company (“Spring- 
field”) , an exempt holding company under the Act pursuant to Rule 2 
thereunder.: It also provides for the liquidation of Mass Gas and the 
elimination of the minority shareholder interest in Lawrence. 

A notice of the filing was issued, ? and the Association of Massachu- 
setts Consumers (“AMC”), a non-profit organization, requested that 
a hearing be held. It also requested that we consolidate this hearing 
with the hearing which we ordered at the request of AMC and others 
on the Section 11(e) plan of NEES proposing to sell its stock interests 
in its other gas subsidiaries.* Subsequently, the controversy as to the 
latter plan was settled, and AMC and the other parties to the settle- 
ment have withdrawn from the proceeding.* AMC gave no reasons to 
support its request for hearing, as directed by our notice. 'The record 
is sufficient to render a decision in this proceeding without a hearing. 
The request for such hearing is hereby denied. 

Under the plan, Mass Gas, which is to be liquidated, will transfer to 
NEES its holdings of 90.42% of the capital stock of Lawrence. NEES 
will then sell the Lawrence stock to Springfield, a Massachusetts gas 
utility,® for $6,638,000 in cash. Concurrently with the Lawrence ac- 


1 See, New England Electric System, 41 §.E.C. 888 (1964), affirmed 8.2.0. v. New England 
Electric System, 390 U.S. 207 (1968). 

2 Holding Company Act Release No. 17906 (March 14, 1973), 1 SEC Docket No. 7, p. 6. 

% Holding Company Act Release No, 17908 (March 16, 1973), 1 SEC Docket No. 7, p. 8. 

445 S.E.C. 411 (1973). 

5 The acquisition of the Lawrence stock was approved by the Massachusetts Department 
of Public Utilities in D.P.U. 17726, dated October 10, 1973. 


45 §.E.C.—35——18149 
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quisition Springfield will be merged into Bay State Gas Company 
(“Bay State”), presently a Springfield subsidiary company, and 
Lawrence will be retained by Bay State as a subsidiary company.® 
Bay State proposes to claim an exemption as a holding company under 
Rule 2 of the Act. The minority shareholders of Lawrence will be paid 
the same price per share as that paid to NEES. 

Lawrence is a gas utility company which supplies gas service to 
over 30,000 customers in four communities in northeast Massachusetts, 
with an estimated population of 140,700. In 1972 Lawrence had a net 
operating income of $977,858, net income of $462,865, and net utility 
plant of $14,767,993. Gas sales by Lawrence totaled 4,353,298 Mcf for 
that year. Lawrence has outstanding 188,000 shares of common stock, 
of which 170,002, is owned indirectly by NEES through Mass Gas. 
The balance of 17,998 is publicly held. Lawrence’s pipeline natural 
gas is supplied by Tennessee Gas Pipeline Company, which also sup- 
plies Springfield. 

We find, as required by Section 11(e), that the plan is necessary to 
comply with Section 11(b). Our order thereunder directed NEES to 
divest its interests in its gas utility companies, including Lawrence, 
and the sale of Lawrence does that. The retirement of the minority 
shares of Lawrence, as we have held in other cases,’ is required under 
Section 11(b) (2). 

We also find under Section 11(e) that the plan is “fair and equitable” 
to NEES and the minority shareholders of Lawrence. The highest bid 
received by NEES was the one from Springfield, in the amount of 
$6,638,000, plus or minus a dollar for dollar adjustment by the amount 
of any increase or decrease in the underlying book value of the shares 
between December 31, 1971, of the Lawrence shares to be sold by 
NEES.* The minority shareholders will receive the same premium 
as NEES. This premium over book value compares very favorably 
when tested against the sales of securities of similar companies. The 
per share price to be paid is 14.82 and 13.96 times Lawrence’s earnings 
for the years 1972 and 1971, respectively. 

The sale of the Lawrence stock is also subject to Section 12(d) of 
the Act and Rule 44 promulgated thereunder, including the require- 
ment that competitive conditions shall be maintained with respect to 
the sale.° NEES solicited expressions of interest, either for the separate 


6 As a result of the concurrent merger, Lawrence will be Bay State’s sole statutory 
affiliate, The proposed acquisition is therefore not subject to Sections 9(a) (2) or 10 of the 
Act. 

7 Northeast Utilities, 42 S.E.C. 963 (1966) ; Lynn Electric Company, 40 S.E.C. 828, 833 
n. 9 (1961) ; New Orleans Public Service, Inc., 40 S.E.C. 886 (1961). 

8 The adjusted contract price would represent 183% of the underlying book value of the 
shares at December 31, 1972. 

® By order, dated November 23, 1971, we granted NEES an exemption from the competi- 
tive bidding requirements of Rule 50. Holding Company Act Release No. 17371. 
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purchase of Lawrence or together with its other remaining gas proper- 
ties, by individual letters and by newspaper advertisements. NEES 
conducted exploratory discussions with those who expressed an inter- 
est in Lawrence, and at various times sent additional information to 
them. Throughout the pre-bidding period NEES provided the same 
basic information to all who continued to have a serious interest in 
the acquisition of Lawrence. NEES received sealed bids for Lawrence 
at the same time and it reviewed them at the same time. These pro- 
cedures afforded a fair opportunity for all persons seriously interested 
to make offers and for NEES to secure the maximum price reasonably 
obtainable. We conclude that NEES maintained competitive condi- 
tions in offering to sell Lawrence and in choosing Springfield as the 
successful bidder. 

The liquidation of Mass Gas and the transfer of its assets and 
liabilities to NEES will be recorded at the values carried on the 
books of Mass Gas. NEES proposes to record the sale of the common 
stock of Lawrence by (1) a debit to its cash account in the amount 
of the sales price; (2) a credit to its investment account in the amount 
of the book value of the shares sold and (3) a credit to dividend 
income in an amount equal to the undistributed income having ac- 
crued from the time the NEES system first acquired the Lawrence 
shares. An amount equal to cash in excess of the above credits will 
be credited to the earned surplus account representing the gain to 
NEES from the sale. Among other things, the order by the Massa- 
chusetts Department of Public Utilities approving the acquisition by 
Springfield requires it to segregate the excess of acquisition price 
over the book value of the Lawrence assets and to amortize that 
amount over the life of the associated property. 

NEES and Mass Gas have requested that our order entered herein 
recite that each of the transactions, exchanges, sales and investments 
proposed in the plan are necessary or appropriate to effectuate the 
provisions of Section 11(b)(1) of the Act, in accordance with the 
requirements of Sections 1081 through 1083 of the Internal Revenue 
Code of 1954, as amended. This request will be granted. No fees or 
commissions will be paid by NEES or Mass Gas in connection with 
the sale. Certain services, incident to the transactions, have been or 
will be performed by New England Power Service Company, the sys- 
tem service company, at cost. A post-effective amendment will be filed 
setting forth these costs. 

We conclude that the proposed transactions satisfy the provisions 
of the Act and the rules thereunder. An appropriate order will issue. 

By the Commission. (Chairman Garretr, Commissioners Loomis, 
Evans and Sommer). Commissioner Owens not participating. (1) 
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Where registered broker-dealer and its trader and predecessor of another reg- 
istered broker-dealer and its trader who occupied same position with registrant 
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FINDINGS AND OPINION OF THE COMMISSION 


Following hearings in these proceedings pursuant to Sections 15(b) 
and 15A of the Securities Exchange Act, the administrative law judge 
issued an initial decision in which he concluded that the broker-dealer 
registration of Alessandrini & Co., Inc. (“Alessandrini Co.”) should 
be revoked and that of Philip S. Budin & Co., Inc. (“Budin Co.”) 
suspended for three months; and that Alessandrini Co. should be ex- 
pelled from membership in the National Association of Securities 
Dealers, Inc. (“NASD”) and Budin Co. suspended from such mem- 
bership for three months. He further concluded that Paul P. Ales- 


*Paul P. Alessandrini, Raymond I. Weiss, Philip S. Budin & Co., Inc., and Philip S. 
Budin. 
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sandrini, president of Alessandrini Co. and of its predecessor of the 
same name (“A Co.”), which withdrew its registration prior to these 
proceedings but whose activities are the subject of the charges herein, 
should be suspended from association with any broker-dealer for four 
months; that Raymond I. Weiss, a trader for both Alessandrini com- 
panies, should be barred from such association; and that Philip S. 
Budin, president of and a trader for Budin Co., should be suspended 
from such association for three months. We granted these respondents’ 
petitions for review of the initial decision and also made that decision 
the subject of review with respect to all other issues which were before 
the administrative law judges concerning them.? 


PARTICIPATION IN MANIPULATIVE SCHEME 

We find, as did the administrative law judge, that during the period 
December 1967 to June 1968, A Co., Weiss, Budin Co. and Budin will- 
fully violated or willfully aided and abetted violations of Section 17 (a) 
of the Securities Act and Section 10(b) of the Exchange Act and Rule 
10b-5 thereunder. They participated in or aided and abetted in the 
execution of a scheme, conceived by Robert L. Taylor and Michael 
La Marca, to manipulate the market in and establish an artificial 
market price for the stock of American Continental Industries, Inc. 
(“ACI”), so that such stock could be pledged as security for bank 
loans. 

In September 1967, Taylor was the principal owner of a number of 
real estate development companies which were experiencing financial 
problems and had difficulty in obtaining operating cash. In October 
1967 he planned with La Marca to merge such companies into a defunct 
publicly held corporation controlled by La Marca, Puritan Chemical 
Corp., which had been adjudicated a bankrupt, and which was to be 
renamed ACI. One objective of the plan was to permit Taylor to ob- 
tain bank loans collateralized by stock of the new merged company. 
La Marca, who had formerly been in the securities business,’ stated 
that he would have “his men on the street” create an interest in the 
stock by requesting the stock from brokers and “back and forth sell- 
ing,” thus creating the appearance of genuine activity in the stock. 

The merger took place in November 1967 as planned. Thereafter, 
early in December La Marca had conversations with Weiss and with 


1 Alessandrini Co. was incorporated in November 1968, after the period involved in these 
proceedings and before withdrawal of A Co.’s registration. 

2 Briefs were filed by respondents and our Division of Enforcement, and we heard oral 
argument. Our findings are based on an independent review of the record. 

3La Marca had previously been the president of J. P. Howell & Co., Inc., a registered 
broker-dealer. Howell’s registration was revoked and La Marca was barred from association 
with any broker or dealer on the basis of findings of wilfull violations of antifraud pro- 
visions in connection with the sale during 1961-1962 of Puritan stock. J. P. Howell € 
Co., Inc., 43 S.E.C. 325 (1967). 
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another trader, Ralph H. Weseman, then associated with another 
broker-dealer, Wellington Hunter Associates (“Hunter”). As a result 
of such conversations A Co. and Hunter on December 5, 1967 began 
inserting quotations of 10 bid, 12 ask for ACI stock in the quotation 
service published by the National Quotation Bureau, Inc. (“the pink 
sheets” or just “the sheets”). These were the first listings in the sheets 
for ACI stock. In addition, Weiss brought the ACI stock to Budin’s 
attention and also to that of Morton Kantrowitz, a trader with yet 
another broker-dealer, Louis B. Meadows & Co., Inc. (“Meadows”). 
As a result, both Budin Co. and Meadows began listing ACI stock in 
the sheets on December 18 and 20, 1967 at the same quotas of 10-12.* 

During the period December 1967—April 1968, A Co., Budin Co., 
Hunter and Meadows were virtually the only firms quoting ACI stock 
in the sheets on both sides of the market, generally at 10 bid, 12 asked. 
Weiss and Budin, respectively, caused A Co. and Budin Co. to list 
quotations for ACI stock in the sheets on most business days during 
the relevant periods. Thus, between December 5, 1967 and April 24, 
1968 A Co. entered such quotations in the sheets of 10-12 on 79 days; 
Budin Co. entered quotations of 10-12 on 48 days and of 9-11 on seven 
days from December 18, 1967 to March 15, 1968. The other two firms 
were also frequently in the sheets during this period.® 

Notwithstanding the continuous quotations over a period of months, 
the four firms had few actual transactions in ACI stock. Much of such 
trading as did take place was for La Marca’s account. Through May 2, 
1968, A Co. as agent effected 13 purchases of 1900 shares and nine sales 
of 1145 shares, all on behalf of La Marca except for a purchase of 30 
shares. The firm as principal made only three purchases totaling 300 
shares, of which 100 were purchased from La Marca, and sold all 300 
shares to La Marca. Budin Co. had only 11 transactions, all as prin- 
cipal, in which it purchased 600 shares including 70 from A Co., and 
sold 600 shares, of which 300 were to A Co.® 

As the administrative law judge found, the net result of the con- 
versations La Marca had with Weiss and Weseman and which Weiss 


4In his initial decision the administrative law judge concluded that Hunter’s broker- 
dealer registration should be revoked and that Weseman, Hunter’s trader, should be barred 
from association with any broker or dealer; and that Meadows’ registration should be 
suspended for one month and that Kantrowitz, Meadows’ trader, should be suspended 
for three months. No review of the initial decision was sought with respect to those re- 
spondents, and that decision has become final as to them. Wellington Hunter, Securities 
Exchange Act Release No. 9480 (February 8, 1972). 

5 Hunter entered quotes of 10-12 on 89 days between December 5, 1967, and April 24, 
1968. Meadows entered the same quotes on 40 days between December 20, 1967 and 
April 24, 1968. 

6 Hunter and Meadows also had only a relatively few transactions. Hunter as agent 
bought 580 ACI shares and sold 903, all for the account of La Marca. As principal Hunter 
effected purchases of 1220 shares and sales of 1110 shares, including sales of 810 shares to 
La Marca. Meadows as principal purchased 1150 shares, 800 of them from A Co., and sold 
1150 shares, including 80 to A Co. 
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had with Budin and a Kantrowitz was to give the appearance that four 
broker-dealer firms were independently making a market in ACI stock 
at about $10 per share. During the relevant period, over 140,000 ACI 
shares were pledged by Taylor and others with various banks through- 
out the country as collateral for loans totaling over $720,000.’ These 
loans are mostly in default.® 

The administrative law judge found that La Marca had agreed to 
protect Weiss by supplying Weiss with limited amounts of ACI stock 
that Weiss might need on sales effected pursuant to his quotations and 
by buying in limited amounts ACI stock Weiss might acquire as a 
result. of such quotations. The administrative law judge also found 
that Weiss in turn had an understanding with Budin and Kantrowitz 
that Weiss would protect them against loss by supplying to them ACI 
stock, if necessary, to cover sales by them to others and that he would 
buy from them, if necessary, ACI stock they might purchase from 
others. The administrative law judge found that Weiss was able to give 
these assurances because of the arrangement Weiss entered into with 
LaMarca. 

Weiss and Budin contend that they did not participate in and were 
unaware of any fraudulent scheme with respect to the ACI stock. They 
also deny that there were any protective arrangements or guarantees 
against loss in connection with transactions resulting from their quo- 
tations. 

In the investigation preceding the institution of these proceedings 
Weiss testified that he was in the sheets “basically for” La Marca, who 
was a customer and who asked Weiss to go in the sheets and accumu- 
late ACI stock for La Marca, stating that he, La Marca, was willing 
to buy stock at 10 and to offer some at 12, which in effect established 
the market ; that Weiss suggested to Budin that Budin go in the sheets 
on ACI stock, telling Budin that the stock might become active and 
that the market was 10-12; and that he did not per se give Budin any 
guarantee but did tell him that if Budin had any trouble, Weiss had a 
buyer and that if Budin had any trouble on the offering side Weiss 
“possibly could get stock for you.” Later at the hearing Weiss testified 
that La Marca was basically interested in purchasing 1000 ACI shares 


7 Quotations in the sheets.are the basis for valuing collateral for loans. See Report of 
Special Study of Securities Markets, H.R. Doc. 95, Pt. 2, p. 595 (88th Cong., 1st Sess.). 
Congress recognized the importance of this factor in Section 2(2) of the Exchange Act. 
Evidence in the record with respect to some of the lenders confirms that they relied 
on the apparent market value of the ACI stock. 

8 Of over $720,000 in bank loans for which ACI stock was pledged as collateral, about 
$661,000 is in default. Around December 1968 a receiver was appointed for ACI and in 
April 1969 it was adjudicated a bankrupt. 

®La Marca was found to have had a somewhat similar arrangement with Weseman, the 
trader for Hunter, who also began quoting ACI stock at 10-12 on December 5, 1967 after 
a conversation with La Marca. 
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at $10 per share; that it was he, Weiss, who then suggested he go into 
the sheets to make a two-sided market; that La Marca agreed to this, 
stating that he would be wining to help Weiss if Weiss “lost” any 
stock by letting Weiss have a limited number of shares at $12 per share ; 
and that since there was no existing market for the ACI stock Weiss 
set his quotes at 10 bid, 12 ask on the basis of La Marca’s order to buy 
at 10 and La Marca’s willingness to Jet Weiss have some stock at 12. 
At the hearings Weiss further testified that he asked Budin and Kan- 
trawitz if they would like to make a market in ACI stock, telling them 
that the stock should be active and that he was making a market at 
10-12; that he did not guarantee Budin or Kantrowitz against loss; 
and that he told them that if they “lose any stock” or if they “are hurt- 
ing in any way, come to me, perhaps I can help you.” 

The administrative law judge stated that he did not credit Weiss’s 
testimony at the hearing which sought to deny the existence of protec- 
tive arrangements with respect to trading in ACI stock or to cast them 
in a different light from what Weiss’s prior investigative testimony 
would indicate, in view of Weiss’s demeanor and other evidence tend- 
ing to corroborate the prior testimony. While on the record before us 
we find no basis for disagreeing with this conclusion of the adminis- 
trative law judge, for the purposes of these proceedings we see no 
significant difference between the investigative testimony and the 
testimony at the hearing with respect to such matters. In our view the 
record as a whole, even accepting Weiss’s testimony at the hearing, 
establishes Weiss’s participation in or his aiding and abetting of the 
manipulative scheme with respect to ACI stock. 

Weiss admitted that but for La Marca he would not have known of 
ACI’s stock and would not have been in the sheets with respect to it. 
He also admitted that his quotations at 10-12 were based on an order 
from La Marca to buy at 10 and La Marca’s willingness to sell some 
stock at 12. It is an unusual practice for a broker-dealer to insert both 
bid and ask quotations in the sheets for a customer. In view of the 
absence of an existing market at that time for ACI stock, La Marca’s 
stated desire to accumulate ACI stock at a specific price of $10 per 
share also should have raised questions. It would have seemed more 
natural for an ordinary customer to have desired to accumulate stock 
as cheaply as possible and if he specified any price to have prescribed 
it as a maximum or ceiling price rather than, as La Marca did, present- 
ing the $10 figure as the purchase price. Moreover, it is undisputed that 
La Marca at the least indicated a willingness to supply Weiss with a 
limited amount of ACI stock at $12 per share if Weiss needed it and it 
fit La Marca’s circumstances. Regardless of how such an understand- 
ing is characterized, as a protective arrangement or otherwise, it is 
again unusual for a customer interested in purchasing stock simul- 
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taneously to indicate a willingness to sell stock to a broker-dealer who 
is making a two-sided market in the sheets. And, if Weiss were mak- 
ing a market in the sheets as a means of accumulating stock pursuant 
to La Marca’s order, it is difficult to understand the continuation of 
and the failure to lower the quotations of 10-12 over an extended 
period in view of the relatively few transactions in the stock.?® It is 
obvious that Weiss continued his quotations at 10-12 on the basis of 
some understanding that La Marca stood ready to take stock at 10 and 
to supply some stock at 12, and Weiss at the hearings himself described 
the situation vis-a-vis La Marca as an “ideal situation for a trader” or 
a “trader’s paradise.” 

Weiss allowed himself to be used as La Marca’s instrument in the 
manipulative scheme. And we think it clear that he realized—or at the 
very least should have realized—that La Marca’s market activities 
were improper. Weiss admitted that he knew that La Marca had had 
his own brokerage firm, J. P. Howell, and that La Marca had “had 
some problem with one Government agency or other.” He knew that 
La Marca, who told Weiss he “was in acquisitions and mergers,” had 
controlled Puritan, a mere shell, and believed La Marca had sold Puri- 
tan to ACI. He knew that Taylor was president of ACI. Weiss also 
knew that Taylor and La Marca were discussing a possible underwrit- 
ing of ACI stock by A Co., and that nothing came of these talks be- 
cause Taylor and La Marca failed to furnish a certified financial state- 
ment requested by Alessandrini. La Marca also told Weiss that certain 
persons had gone around the country trying to “bank the stock,” which 
Weiss assumed meant that they were trying to sell ACI stock or borrow 
money on it. When Alessandrini wondered why La Marca wanted to 
buy ACI stock, Weiss had no explanation. 

The totality of these circumstances at the least placed Weiss on 
notice that a searching inquiry was called for as to the nature of La 
Marca’s activity and interest, yet Weiss made no meaningful investiga- 
tion. Instead, he closed his eyes to circumstances indicative of a scheme 
to create the false appearance of an independent market. He not only 
continued the quotations in the sheets, but was instrumental in getting 
other dealers to quote the stock. Weiss admittedly discussed the ACI 
stock with Budin and Kantrowitz before they began entering quota- 
tions for ACI stock in the sheets, and told them what his market was 
and that he possibly could help them out if they needed his help as a 
result of their making a market in the stock. It is obvious that the as- 
surances he gave these other traders were based on his understanding 
with La Marca. 


10 Weiss’s purchases of about 1800 ACI shares for La Marca and sales of about 1100 
shares for La Marca also cast doubt on Weiss’s contention that he entered the sheets with 
two-sided quotations to facilitate the accumulation of shares for La Marca. 
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While Budin’s involvement was neither so extensive nor so clear as 
Weiss’, we conclude, as did the administrative law judge, that Budin 
also participated in or aided and abetted in the scheme to create a 
false appearance of an independent market for ACI stock. There is 
no evidence that Budin was aware of either Taylor’s role or La Marca’s 
role. He admitted, however, that ACI was brought to his attention by 
a conversation with Weiss, as a result of which he, Budin, inserted 
quotations of 10-12 in the sheets. He began such quotations without 
obtaining any information at all about ACI. Budin did not deny 
Weiss’s testimony that Weiss told Budin that if as a result of his mak- 
ing a market Budin was “hurting in any way, come to me [Weiss], 
perhaps I can help you.” Notwithstanding the small volume of trans- 
actions, Budin Co. continued in the sheets on most business days be- 
tween December 18, 1967 and March 15, 1968, with quotations of 10-12 
on 48 days anc 9-11 on seven days. 

It is argued that trading small amounts of over-the-counter secu- 
rities “by the numbers,” i.e., trading on the basis of supply and de- 
mand and without investigation of the issuer, was not improper in 
1967-1968, and that Rule 15c2-11 under the Exchange Act, which re- 
quires that certain information be obtained before quoting a security 
in the sheets, was not then in effect. In view of the manipulative scheme 
here it is unnecessary to express a view on the propriety during the 
period in question of trading by the numbers since there was no 
real market in ACI stock. Even if trading by the numbers was per- 
missible during the period here involved, when, as here, a dealer had 
no basis on which those numbers could be related to the security’s in- 
vestment value, careful scrutiny of all surrounding circumstances with 
a view to detecting any sign of possible manipulation was called for.” 
Our release announcing the proposal to adopt Rule 15c2-11 pointed 
out that “the hasty submission of quotations in the daily sheets . . 
in the absence of any information about the security or the issuer” in 
many cases resulted in an irresponsible “numbers” game which is “net, 
only disruptive of the market but fraught with manipulative 
potential.” 1? 

This is not even the case where a dealer decides on his own initia- 
tive to make a market in the sheets without any information about the 
security or the issuer other than that there is an active market in which 
he desires to participate so that he may derive some income from 
trading by the numbers. Here Budin went into the sheets at the sug- 
gestion of another trader who represented that if necessary he would 
attempt to help Budin out in connection with transactions in that 
stock. In fact, there was very little activity in the market at the time 


Cf. D. H. Blair € Co., 44 S.E.C. 320, 331-2 (1970). 
12 Securities Exchange Act Release No. 8909 (June 24, 1970). 
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Budin first went into the sheets and throughout the approximately 
three months Budin continued to quote the stock. And in fact there was 
a manipulative scheme. Under all the surrounding circumstences 
Budin should have realized that quotations in the sheets by him would 
have a manipulative potential. By failing to make inquiries about ACI 
or obtain further information about the factors on which Weiss’s quo- 
tations were predicated he became a participant in or an aider and 
abettor of the manipulative scheme. The importance of a broker-deal- 
er’s responsibility to use diligence where there are any unusual factors 
is highlighted by the fact that violations of the antifraud and other 
provisions of the securities laws frequently depend for their consum- 
mation, as here, on the activities of broker-dealers who fail to make 
diligent inquiry to obtain sufficient information to justify their activ- 
ity in the security. 

The order for proceedings alleged and the administrative law judge 
found that A Co. and Budin Co., willfully aided and abetted by Weiss 
and Budin, also willfully violated Section 15(c) (2) of the Exchange 
Act and Rule 15c2-7 thereunder, in that they failed to advise the 
National Quotation Bureau, the publisher of the sheets, and other 
broker-dealers quoting ACI in the sheets, of the existence or nature 
of arrangements that existed between A Co. and Budin Co. while they 
were both inserting ACI quotations in the sheets. Section 15(c) (2) 
prohibits a broker-dealer from making any fictitious quotations. Rule 
15c2-7 in pertinent part provides that the furnishing of a quotation 
to an in’er-dealer quotation system constitutes an attempt to induce a 
securities transaction by making a “fictitious quotation” within the 
meaning of Section 15(c) (2) unless the system and other broker-deal- 
ers quoting the security are informed, if such is the case, that the 
quotation is submitted in furtherance of an arrangement such as a 
guarantee against loss or an accommodation arrangement between 
two broker-dealers who are both submitting such quotations. 

Respondents concede that they did not give any such notice to the 
publisher of the sheets or to other broker-dealers but deny the exist- 
ence of any such arrangements as would bring them within the re- 
quirements of the rule. Weiss contends that he made no guarantee and 
that it was not unusual at the time for one trader to suggest a stock 
for trading to another. Budin states that there is no evidence that he 
responded to Weiss or entered into any agreement with Weiss other 
than that he began inserting quotations in the sheets following a very 
short conversation with Weiss. Budin contends that this was his de- 
cision and that Weiss did not dictate the prices but that Budin him- 
self determined them on the basis of the quotations then prevailing in 
the sheets (including those of A Co. and Hunter). Budin also points 
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out that he stopped all quotations for ACI stock before the others 
did and that his quotations were not always the same as the others 
(being 9-11 on some days when others were still at 10-12). 

The record is unclear as to the existence of a specific agreement or 
“arrangement” between Budin and Weiss which would bring Rule 
15c2-7 into play.'* As found above, even absent a guarantee or an 
affirmative arrangement, all the surrounding circumstances should 
have put Weiss and also Budin—albeit to a lesser extent—on notice 
that they might be lending themselves to participation in a manipula- 
tive scheme and that at the least they were thereby under an obliga- 
tion to exercise extreme care, which they did not do. Having found 
that by failing to make due inquiry under the circumstances respond- 
ents violated the antifraud provisions, we think a finding that the same 
conduct also constituted a violation of Rule 15¢c2-7 would add nothing 
to the gravity of sespondents’ misconduct. Hence we find it unneces- 
sary to reach the Rule 15c2-7 question. 


FAILURE OF SUPERVISION 

As found by the administrative law judge, Alessandrini failed 
reasonably to supervise Weiss, who was subject to his supervision, 
with a view to preventing violations by Weiss. A Co. had no written 
or effective oral supervisory procedures with respect to the insertion 
of quotations in the sheets. While it was the practice to seek the ap- 
proval of Alessandrini or the office manager before entering a quota- 
tion for a stock not previously quoted by A Co., such approval was 
virtually always obtained. Alessandrini, who had overall supervision 
of A Co. and approved about 75% to 80% of the A Co. listings in the 
sheets, could recall no instances in which he refused such permission 
except for a few occasions involving commission problems. Although 
he testified that prior to the insertion of A Co.’s initial quotations in 
the sheets each trader was required to “use his best efforts to get in- 
formation” on the company involved, he also testified to the effect 
that the possession of such information was not an absolute require- 
ment and it was “possible” for a trader to obtain the requisite approval 
“without having any information” about the company. In addition, 
Weiss testified that apart from seeking approval to quote a stock for 
the first time he could recall no other A Co. procedures known to or 
followed by him with respect to the insertion of quotations in the 
sheets, and that no review was made of his quotations. 

Focusing specifically on ACI stock, we note that Alessandrini per- 
mitted Weiss to enter A Co.’s initial quotations for it although Ales- 
sandrini was not shown any information on ACI and did not know 


13The administrative law judge found that there was no violation of Rule 15c2—7(a) 
(1) (A), relating to a correspondent broker-dealer submitting quotations “for the account 
or in behalf of another broker or dealer,’ concluding that there was no basis for finding 
here that one broker-dealer was buying “for the account or in behalf of” the other within 
the meaning of the rule. We agree. 


wae ee» GF 48 & 





408 SECURITIES AND EXCHANGE COMMISSION 


what quotations Weiss would insert. Alessandrini did not later inquire 
as to how the 10-12 quotations were determined, although there had 
been no prior market in the stock. He received no written information 
on ACI until he obtained its uncertified financial statement as of Feb- 
ruary 29, 1968, a date almost three months after A Co. first started to 
quote the stock in the sheets. Alessandrini also learned of facts which 
should have alerted him to the existence of the manipulative scheme. 
He admittedly knew that A Co. was quoting the stock between Decem- 
ber 1967 and May 1968 at approximately 10 bid—12 asked, that the firm 
had small trading volume in the stock with most of its transactions 
being in the account of La Marca, who had said he wanted to “ac- 
cumulate” ACI stock but who in fact was both selling and buying. He 
also discussed with La Marca and Taylor, who was introduced as a 
“substantial investor” in ACI, a possible underwriting by A Co. of 
ACI stock. Although Alessandrini expressed a curiosity as to why 
La Marca desired to accumulate ACI stock, and Weiss was unable to 
give him any explanation, A Co. did not permanently discontinue the 
ACI quotations until May 1968 following the receipt of an inquiry 
from our staff. 

A broker-dealer must maintain and enforce adequate standards of 
supervision with respect to every aspect of its operations, including 
its trading activities. And trading; by the numbers at the least required 
especially vigorous supervision with a view to detecting any sign of a 
possible manipulation.’* Alessandrini did not provide the supervision 
required by the circumstances recited above which should have alerted 
him to the possibility of a manipulative scheme. 


OTHER MATTERS 

Various respondents argue that the Division’s case against them is 
based primarily upon incompetent hearsay statements made during the 
investigation by Weiss, and statements assertedly made by La Marca 
and Taylor but adduced from other persons who testified at the hear- 
ings. We see no merit in this argument and agree with the administra- 
tive law judge that such testimony may be considered against all 
respondents. It is well established that the technical hearsay rules are 
not applicable to administrative proceedings which favor liberality in 
the admission of evidence, and that all evidence which “can con- 
ceivably throw any light upon the controversy” should normally be 
admitted in such proceedings. The findings we have made above are 
based upon what we consider “reliable, probative, and substantial 
evidence” as required by the Administrative Procedure Act (5 U.S.C. 
§ 556 (d) ). Although neither La Marca nor Taylor was called to testify 
in these proceedings, two witnesses who attended a meeting with them 


14D. H. Blair & Co., 44 8.E.C. 320, 331-2 (1970). 
15 Cf. Samuel H. Moss, Inc. v. F.T.C., 148 F. 2d 378, 380 (C.A. 2, 1945), cert. den. 326 
U.S. 7384 (1945). 
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gave testimony with respect to that meeting and were subject to cross- 
examination. The prior statements made by Weiss were made under 
oath and transcribed by an official reporter, and the Division called 
Weiss to testify as a witness at the hearings. In view of the opportunity 
given the respondents for confrontation and cross-examination of 
Weiss, and the observation of his demeanor at the hearings, the ad- 
ministrative law judge concluded that his prior testimony was not 
mere hearsay but had essentially the same standing as his testimony 
given at the hearings. We agree.’® 

Alessandrini Co. and Alessandrini assert that Alessandrini Co. was 
neither in existence during the period in question nor a successor to 
A Co., and that any sanction imposed upon Alessandrini Co. for viola- 
tions committed by A Co. would violate due process. They also argue 
that Alessandrini Co. cannot be sanctioned for violations previously 
committed by associated persons unless prior to such association they 
are found to have committed such violations. Section 15(b) (5) of the 
Exchange Act expressly provides that a broker-dealer may be sanc- 
tioned for a violation or failure of supervision by a person associated 
with it although committed prior to such association,’ and the order 
for proceedings as amended sought remedial action pursuant to that 
provision. The Exchange Act contains no language precluding the 
imposition of a sanction upon a broker-dealer for the prior misconduct 
of an associated person unless such person is found prior to such 
association to have committed such misconduct. We may therefore in 
these remedial proceedings sanction Alessandrini Co., if in the public 
interest, for the misconduct of associated persons committed prior to 
their association with Alessandrini Co. 


PuBLic INTEREST 


Respondents urge that the sanctions imposed by the administrative 
law judge are unduly harsh. Weiss argues that if there was a manipula- 
tive scheme he was unwittingly used as a vehicle through which one 
step of the fraud was effectuated. He states that while perhaps he did 
not exercise sufficient diligence in the ACI situation, he was trading 
a large number of securities, and that this is the first securities dis- 
ciplinary proceeding against him although he has been in the securities 
business for 15 years. The Alessandrini respondents state that the 
present firm is not the same entity as the former company, that 


16 Of, California v. Green. 399 U.S. 149 (1960), in which the Supreme Court held that 
the confrontation clause of the Constitution is not violated by admitting a declarant’s 
prior out-of-court statements, as long as the declarant is testifying as a witness at the trial 
and is subject to full and effective cross-examination, 

17 The introductory paragraph of Section 15(b) (5) states in pertinent part that the Com- 
mission shall impose sanctions on a broker-dealer, if it finds them in the public interest 
and if it finds that ‘‘any person associated with such broker or dealer, whether prior or 
subsequent to becoming so associated,” wilfully violated or wilfully aided and abetted the 
violation of the securities acts or failed reasonably to supervise a person subject to his 
supervision with a view to preventing such violations. 
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Alessandrini’s ownership interest in the present firm is different than 
it was in the old firm,'® and that Weiss is no longer employed by the 
present firm, having been terminated after the conclusion of the 
hearings. 

We have carefully considered the factors presented but in our 
opinion they are not sufficient to overcome the serious violations dis- 
closed by the record. As we have seen, A Co., Budin Co., Weiss and 
Budin at the least should have realized that they might be participat- 
ing in a manipulative scheme and they failed to make the required 
diligent inquiry, thus lending themselves to the creation of an artificial 
market in ACI stock which was an integral part of the fraudulent 
scheme. Over 140,000 ACI shares were used to secure bank loans of 
over $720,000, most of which are now in default. The manipulative 
activities we have found involving the insertion of arbitrary and 
predetermined quotations in the sheets impair the integrity of the 
securities market and investor confidence in them, are detrimental to 
the public interest, and as so often is the case could not have succeeded 
without the active or passive assistance of broker-dealers. 

Under all the circumstances, we agree with the administrative law 
judge that it is in the public interest to revoke Alessandrini Co.’s 
registration, expel it from the NASD, and bar Weiss from association 
with any-broker-dealer. We also consider it appropriate to revoke 
the registration of Budin Co.,!® which through Budin, its president 
and trader, was an active participant in the manipulative scheme, and 
to the bar Budin and Alessandrini, who have previously been disci- 
plined by the NASD,” from association with any broker-dealer, with 
the provision that after four months Budin and Alessandrini may 
apply to the Commission for permission to become so associated in a 
non-supervisory capacity subject to adequate supervision. 

An appropriate order will issue.” 

By the Commission (Commissioners Owens, Loomis, Evans and 
Sommer), Chairman Garrett not participating. 


18 Alessandrini is stated to have owned about 50% of the stock in the old company and 
to own 100% of the stock of the new company. This factor, if anything, would support 
rather than mitigate against disciplinary action against the new firm based on findings 
of misconduct by Alessandrini. 

72 On June 7, 1971, a receiver was appointed for Budin Co. See Litigation Release No. 
5041 (June 11, 1971). In July 1973, pursuant to an offer of settlement in proceedings 
before the NASD involving other matters, Budin Co. was expelled from NASD membership. 

20The NASD in July 1962 censured Alessandrini for violations of, among other things, 
credit-extension, record-keeping and ‘free-riding’’ provisions, and in September 1965 
fined and censured him for Regulation T violations. In subsequent NASD proceedings, 
Alessandrini Co. and Alessandrini were find, censured and suspended for 15 days for 
various violations of the NASD rules. 45 S.E.C. 322 (1973). In connection with the expulsion 
of Budin Co. from the NASD in July 1973 referred to above, Budin was suspended from 
association with any NASD member as a registered representative for six months, as a 
principal in a supervisory or managerial capacity for one year, and in the capacity of 
financial principal for five years. 

21The exceptions to the initial decision of ‘the administrative law judge are overruled 
or sustained to the extent they are inconsistent or in accord with our decision, 





IN THE MATTER OF 
NEW ENGLAND ELECTRIC SYSTEM 
MASSACHUSETTS GAS SYSTEM 


File No. 38-4052. Promulgated October 25, 1973 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION 


I, INTRODUCTION 


These are proceedings on an application-declaration, as amended, 
filed by New England Electric System (“NEES”), a registered hold- 
ing company, and its subsidiary holding company, Massachusetts Gas 
System (“Mass Gas”), pursuant to Sections 9, 10, 11 and 12 of the 
Public Utility Holding Company Act of 1935 (“Act”) and Rules 43, 
44 and 46 promulgated thereunder for approval of a plan of divesti- 
ture, and related transactions, to effect compliance by NEES with the 
provisions of Section 11(b) of the Act. The plan is filed pursuant to 
Section 11(e) of the Act and proposes that NEES sell its capital stock 
interests in three subsidiary gas utility companies and one subsidiary 
non-utility company to Eastern Gas and Fuel Associates (“Eastern”), 
an exempt holding company.* 

The three gas utility companies which are the subject of the plan 
are Lynn Gas Company (“Lynn”), Mystic Valley Gas Company 
(“Mystic Valley”) and North Shore Gas Company (“North Shore”). 
The non-utility company is Massachusetts LNG, Inc. (“Mass LNG”).? 
In conjunction with this divestiture NEES proposes the liquidation 


1See, New England Electric System, 41 S.E.C. 888 (1964). The order directing NEES 
to dispose of all of its interests in all of its eight subsidiary gas utility companies was 
affirmed in S.#.C. v. New England Electric System, 390 U.S. 207 (1968). On December 30, 
1971, the Commission approved a plan by NEES to sell the capital stocks of Northampton 
Gas Light Company, Central Massachusetts Gas Company, Norwood Gas Company and 
Wachusett Gas Company (44 S.E.C. 756 (1971)). The sale of the NEES capital stock 
interest in its remaining gas utility subsidiary company, Lawrence Gas Company, is in- 
volved in a separate proceeding (70-5275). 

2 Mass LNG was created by Mass Gas as a wholly owned subsidiary company of NEES 
for the purpose of financing and controlling liquefied natural gas facilities and related 
vaporization and storage units. It is not a gas-utility company as defined in Section 
2(a)(4) of the Act. See, Holding Company Act Release Nos. 17183 (July 7, 1971) and 
17573 (May 12, 1972). 


45 S.E.C.—35 18133 
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of Mass Gas and elimination of the respective minority shareholder 
interests in Lynn, Mystic Valley and North Shore. 

Notice of the filing was issued to provide interested persons an op- 
portunity to request a hearing.’ Requests for hearing were received 
from Congressman Michael J. Harrington (Sixth District, Mass.) ,* 
the Town of Wakefield, Massachusetts, the Association of Massachu- 
setts Consumers and Mr. Stanley U. Robinson, III; and we ordered 
a hearing on the proposed transaction.’ At the commencement of the 
hearing, the Department of Justice, Antitrust Division, intervened as a 
party in the proceeding and Eastern also filed its appearance. The 
hearing was closed on August 27, 1973, by the consent of all the partic- 
ipants, after negotiation of settlement agreements, the terms of which 
are noted later in this opinion. An initial decision by the Administra- 
tive Law Judge and the filing of briefs to the Commission were waived. 


II. THE PROPOSED PLAN 


Under the plan Mass Gas will be dissolved and NEES will require 
its assets and will assume its liabilities. NEES proposes to sell to 
Eastern for $26,881,352 in cash 93.77% of the outstanding capital stock 
of Lynn, 99.43% of Mystic Valley, 97.83% of North Shore and 100% 
of Mass LNG, which represents all of NEES’ interests in these com- 
panies. Concurrently with the acquisition of the stock of the four 


companies, Eastern will cause Lynn, Mystic Valley, and North Shore 
to sell for cash all their assets to Boston Gas Company (“Boston 
Gas”) a who'ly owned subsidiary of Eastern, and Boston Gas will 
assume all] their liabilities.© Lynn, Mystic Valley, and North Shore 
will be liquidated, and the minority shareholders will receive payment 
in cash for their stock interests. Boston Gas will retain Mass LNG 
as a wholly owned subsidiary company. Eastern will supply the neces- 
sary funds to complete these transactions. Eastern also agreed that on 
the date of closing it will have arranged for refinancing of the short- 
term bank loans outstanding of the companies to be acquired. Eastern 
will also pay NEES the principal amount of any short-term notes 
payable to Mass Gas by Lynn which may then be outstanding. NEES 
will use the proceeds of the sale to pay short-term debts or for invest- 
ment in its electric subsidiary companies. 


3 Holding Company Act Release No. 17874 (February 5, 1973), 1 SEC Docket No. 2, 
p. 11. 

4We have also been notified in writing by representatives of the cities or towns of 
Gloucester, Lynn, Middletown and Peabody, Massachusetts, of their support of Congress- 
man Harrington’s position. 

5 Holding Company Act Release No. 17908 (March 16, 1973), 1 SEC Docket No. 7, p. 8. 

6 The stock acquisitions by Eastern with the concurrent merger, as indicated, are treated 
as acquisitions of assets and hence not subject to Sections 9(a)(2) and 10 of the Act. 
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III. DESCRIPTION OF THE COMPANIES INVOLVED 


NEES is solely a holding company. The three subject gas utility 
companies, all Massachusetts corporations, are engaged principally in 
the gas utility busines, owning and operating facilities for the trans- 
mission and distribution of natural gas and propane. They are also 
engaged in the sale of gas appliances incident to their utility business. 
The service territories of the three gas companies cover an area known 
as the North Shore region of Massachusetts, which is geographically 
north and northeast of the City of Boston. All three companies obtain 
their natural gas supply from the Tennessee Gas Pipeline Company. 
The three companies service residential, commercial and industrial 
customers, with the largest portion of their revenues coming from the 
residential customers. Mass LNG, through its liquefied natural gas 
facilities (“LNG”) and gas storage tanks, provides LNG, propane 
and propane transportation services at cost for the exclusive benefit 
of the NEES gas companies. 

Set forth in Table I below are data for each of the three companies 
as of December 31, 1971 and 1972, and, where applicable, for the 
twelve months then ended: 

TABLE I 


Gross operating Net plant Customers 
revenue 





Lynn: 
$8, 284,602.13 $11,389, 764. 61 39, 282 
ene tee te ee ee ees 9, 558, 074. 25 11, 575, 429. 86 39, 157 
Mystic Valley: 
21, 005, 136. 44 31, 703, 236. 96 102, 787 
23, 109, 258. 97 32, 261, 480. 81 102, 799 


7, 571, 048. 49 12, 191, 912. 29 34, 546 
8, 425, 597. 38 12, 247, 640. 95 34, 375 


36, 860, 787. 06 55, 284, 913. 86 176, 615 
41, 092, 930. 60 56, 084, 551. 62 176, 331 


The outstanding capital stock of the three companies, with the 
amounts owned by NEES and by the minority interests, are as follows: 


TABLE II 


Total 
outstanding NEESowned Minority owned 





122, 842 115, 196 7, 646 
377, 235 2, 150 
233, 610 5, 160 
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IV. COMPLIANCE WITH STATUTORY STANDARDS 


In order to approve a plan filed pursuant to Section 11(e), we must 
find it necessary to effectuate the provisions of Section 11(b) of the 
Act and fair and equitable to the persons hereby affected, and that all 
other applicable standards of the Act are complied with.’ 

It is well established that a plan is “necessary” under Section 11(e) 
if it affords an appropriate means for achieving results required by 
Section 11(b), although it may be the only plan that could secure 
statutory results.* The sale proposed by the plan meets this statutory 
requirement. We have previously determined that a publicly-held in- 
terest in a subsidiary public utility company constitutes an unfair and 
inequitable distribution of voting power under Section 11(b) (2) of 
the Act, the elimination of which is required by Section 11(b) (2).° 
Thus, the retirement of such interests as proposed by the plan is neces- 
sary and appropriate. 


V. MAINTENANCE OF COMPETITIVE CONDITIONS 


The sale proposed by the plan is also subject to Section 12(d) of the 
Act and Rule 44 promulgated thereunder.’® In this proceeding the 
principal issue thereunder is whether NEES maintained competitive 
conditions in seeking and in evaluating offers to purchase the four 


companies. 

By order dated November 23, 1971, we granted NEES an exemption 
from the competitive bidding requirements of Rule 50 with regard 
to the disposition of the remaining subsidiary gas utility companies 
and Mass LNG." This order did not constitute approval of the bidding 
conditions and procedures adopted by NEES prior to the sale.’* The 
bidding conditions and procedures selected in pursuing and accepting 
bids were freely chosen by NEES." Once a sale to a particular pur- 
chaser or purchasers has been negotiated and is presented for our 
approval and authorization, then and only then will we consider 


7 Upon the transfer and sale of the stocks of the four companies and of Lawrence Gas 
Company, Mass Gas, a subholding company, will serve no function, and its liquidation 
is required under Section 11(b) (2). 

8 Lahti v. New England Power Association, 160 F. 2d 845 (C.A.I., 1947) ; Valley tas 
Company, 41 S.E.C. 867, 871 (1964). 

® Northeast Utilities, 42 S.E.C. 963 (1966) ; Lynn Electric Company, 40 S.E.C. 828, 833 
n. 9 (1961) ; New Orleans Public Service, Inc., 40 S.E.C. 886 (1961). 

10 Philadelphia Company, 35 S.E.C. 22, 25 n. 6 (1953). 

11 Holding Company Act Release No. 17371 (November 23, 1971). 

122 As we noted in New England Electric System, 32 S.E\C. 363, 364 (1951): “... an 
exemption from competitive bidding does not provide relief from the statutory requirement 
that competitive conditions be maintained.” 

13 See, American Power & Light Company, 31 S.E.C. 699, 702 n. 6 (1950) ; The Com- 
monwealth & Southern Corporation, 27 S.E.C. 903, 916 (1948). 
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whether competitive conditions have been properly maintained under 
Section 12(d).%4 

The Act grants the company the initiative and the discretion to 
develop a plan under Section 11(e)** and to effectuate the sale of 
properties subject to that plan. However, despite this latitude, the 
maintenance of competitive conditions under Section 12(d) requires 
the vendor to follow “a selling procedure designed to afford to all 
persons interested a fair opportunity to make offers and to secure 
for the vendor the maximum price reasonably obtainable.” ** In offer- 
ing to sell Lynn, Mystic Valley, North Shore and Mass LNG, NEES 
imposed the condition that it would sell these four companies only 
together as a unit. Its principal reason for imposing this condition 
appears to be that Mass LNG provides supplementary and peak-shav- 
ing gas to the NEES gas companies; and that through the operations 
of Mass LNG, in management’s judgment, the gas companies and Mass 
LNG were thereby linked to one another.’’ It accordingly declined to 
entertain inquiries from those parties who were interested in the ac- 
quisition of one or more of the companies, but in less than all four. 

It appears to us that the better procedure in a case of this sort is to 
offer prospective bidders an opportunity to bid for one or more or all 
of the companies subject to the sale. In this manner bidders will submit 
their best bids for those companies in which they are seriously inter- 
ested. In turn the seller will be in a position to compare and assess all 
alternatives in reaching a judgment as to the most advantageous offer 
or combination of offers to accept. 

Although NEES limited the opportunities for bidding, it does not 
appear that Eastern thereby obtained a monopoly position with re- 
spect to the bidding. NEES widely publicized the intended sale. It 
made available the same basic information about the companies to all 
those who responded to NEES with a serious interest in acquiring the 
four companies. Prior to the submission of bids there were at least five 
companies, including Eastern, with adequate financial means who had 
shown a serious and sustained interest in acquiring all four NEES 
companies. In the end, Eastern and another company submitted bids 
for the purchase of the four companies. This other company also in- 
cluded in its bid an amount for the acquisition of the Lawrence Gas 


14 Middle South Utilities, Inc., 45 S.E.C. 235 (1973) ; The Connecticut Light € Power 
Company, 45 S.E.C. 214 (1973) ; New England Electric System, supra. 

15 General Protective Committee v. S.E.C., 346 U.S. 521, 531 (1954) ; 8.H.C. v. Chenery 
Corporation, 318 U.S. 80, 91 (1943). 

18 Standard Gas & Electric Company, 20 S.E.C. 738, 745 (1945) ; Interstate Power Com- 
pany, 22 S.E.C. 447, 452 (1946). 

17 Lawrence Gas Company, the fourth of the remaining gas companies, also receives 
supplementary gas and peak-shaving services from Mass LNG but according to NEES, it 
is not so inseparably linked to Mass LNG. 
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Company, which NEES offered to sell either separately or together 
with the other four companies. In these circumstances and considering 
the price NEES is receiving for the four companies, we find that 
competitive conditions have been maintained in sufficient measure to 
satisfy Section 12(d) and Rule 44, and to warrant permitting the pro- 
posed sale and not to subject NEES to the risk that, in another round 
of bidding, it may not receive as satisfactory an offer as Eastern’s.1® 


VI. FAIRNESS OF THE PRICE 


Section 11(e) provides that, to be approved, the plan must be “fair 
and equitable to the persons affected” by it. We accordingly look to 
the price to be paid to NEES and the minority shareholders for their 
respective stock interests in the four companies. 

NEES received a bid from Eastern in the amount of $26,881,352 
for its stock interests in the four companies, subject to a dollar-for- 
dollar adjustment by the amount of any increase or decrease in the 
underlying book value of the shares between December 31, 1971, and 
the end of the calendar month immediately preceding the closing 
date. This price represents 121% of the $22,192,052 aggregate book 
values at December 31, 1971, of the shares to be sold by NEES."® The 
same percentage of premium over book value was assigned to the 
stock of each of the three gas utility companies. The stock of the 
fourth company, Mass LNG, was valued at its book value of 1,000. 
The following table shows the underlying book value and the pro- 
posed price per share at December 31, 1971: 


Underlying Proposed 
book value purchase price 


$52. 57 
39. 60 
25. 19 





The price for the minority shares of the three gas utility companies 
which Eastern will pay is the same as that allocated to the stock to be 
sold by NEES, and is subject to the same adjustments. On the basis of 
total book values the aggregate price for the minority shareholders 
would be $617,107. 

The proposed purchase and sale between Eastern and NEES is an 
arm’s-length transaction between two unaffiliated companies.” 


1 Cf. Philadelphia Company, 35 S.B.C. 22, 31 (1953); Delaware Coach Company, 32 
S.E.C. 290, 298-299 (1951). 

19 The adjusted contract price would represent 117% of the underlying book value of 
the shares at December 31, 1972. 

20 Cf. Community Gas &€ Power Company, 16 S.E.C. 123, 126 (1944) ; Consolidated Elec- 
tric € Gas Company, 5 S.E.C. 954, 959 (1939). 
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Further, the premium of 21% over the book value compares very 
favorably against sales of common stocks of similar companies. The 
three gas utility companies have experienced widely fluctuating his- 
torical earnings. We have therefore not considered these earnings as 
an adequate guide to assess the fairness of the sales price. 

We also conclude that the treatment of the minority shareholders of 
Lynn, Mystic Valley and North Shore is fair and equitable. Each 
minority shareholder, like NEES, will be paid in cash by Eastern a 
21% premium over the underlying book value of his interest. We re- 
alize that there are differences among the three companies which might 
otherwise be relevant in comparing the earnings potential of one 
against that of another. However, without a reliable earnings history 
these differences are difficult to assess for purposes of valuation. From 
the record it appears that the three companies have the same top 
management; that the financing programs of each are largely the 
same; that they are supplied from the same natural gas pipeline and 
have access to the same peak-shaving facilities; and that their seasonal 
demands are affected by the same weather conditions. In this context 
we conclude that a price per share for each company based upon a 21% 
premium over book value, subject to adjustment, is reasonable and 
fair. 

VII. OPPOSITION TO EASTERN’S ACQUISITION 


No one was opposed to the sale by NEES as such. Those requesting 
a hearing objected to the acquisition by Eastern. Their principal con- 
tentions were that the acquisition by Eastern and Boston Gas would 
bring higher retail and wholesale rates to the customers of the NEES 
companies and would threaten the gas supply for those customers; 
that it would concentrate excessive economic power in Eastern, thereby 
restricting competition among Massachusetts gas utilities; and that 
it would hinder effective state regulation and local control of the NEES 
companies. 

After extensive hearings over a period of several months, settlement 
agreements were negotiated with Eastern and Boston Gas, and con- 
sequently those opposing the plan have withdrawn from the proceed- 
ing.** The settlement agreements include provisions relating to rates, 
gas supply, future acquisitions, sales of gas properties to Massachu- 
setts municipalities and a new long-term gas supply contract for the 
Town of Wakefield, one of the intervenors herein. 

Since the participants have settled their dispute and withdrawn 
from the proceeding, we have no occasion, in approving the plan, to 
consider our jurisdiction, if any, with respect to the alleged conse- 


*1 The Department of Justice took no position on the plan or the settlements, and waived 
the filing of briefs and an initial decision. 


246-829 0 - 79 - 28 
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quences of Eastern’s acquisition. Eastern has not sought and does not 
need our approval to make the acquisition. As we noted earlier,” 
Eastern’s acquisition is not subject to Section 10 of the Act. 


VIII. ACCOUNTING AND OTHER MATTERS 


The liquidation of Mass Gas and the transfer of its assets and lia- 
bilities to NEES will be recorded at the values carried on the books of 
Mass Gas. NEES proposes to record the sale of the common stock 
of the four companies by (1) a debit to its cash account in the amount 
of the sales price; (2) a credit to its investment account in the amount 
of the book value of the shares sold and (3) a credit to dividend in- 
come in an amount equal to the undistributed income having accrued 
from the time the NEES system first acquired these shares. An amount 
equal to the cash in excess of the above credits will be credited to the 
earned surplus account, representing the gain to NEES from the sale. 
Among other things, the order by the Massachusetts Department of 
Public Utilities approving the acquisition by Boston Gas requires it 
to segregate the excess of acquisition cost over the book value of the 
gas properties and to amortize that amount over the life of the asso- 
ciated property. 

NEES and Mass Gas have requested that our order entered herein 
recite that the transactions, exchanges, sales and investments pro- 
posed in the plan are necessary or appropriate to effectuate the provi- 
sions of Section 11(b) (1) of the Act, in accordance with the require- 
ments of Sections 1081 through 1083 of the Internal Revenue Code of 
1954, as ainended. This request will be granted. 

No fees or commissions will be paid by NEES or Mass Gas in con- 
nection with the sale. Certain services, incident to the transactions and 
the hearing, have been or will be performed by New England Power 
Service Company, the system service company, at cost. A post-effective 
amendment will be filed setting forth these costs. Fees of counsel for 
those opposing the plan will be paid by Eastern. 

An appropriate order will issue. 

By the Commission. (Chairman Garrett, Commissioners Looms, 
Evans and Sommer. Commissioner Owens not participating.) 


22 See footnote 6, supra. 





IN THE MATTER OF 
VGS CORPORATION 
VERMONT GAS SYSTEMS, INC. 
File No. 54-249. Promulgated January 4, 1974 
Public Utility Holding Company Act of 1935 


ORDER APPROVING SECTION 11(e) PLAN PROPOSING DIVESTITURE 
OF SUBSIDIARY COMPANY’S CAPITAL STOCK BY REGISTERED HOLD- 
ING COMPANY AND TERMINATING REGISTRATION OF HOLDING 
COMPANY 


VGS Corporation (“VGS”), a registered holding company, and its 
subsidiary gas utility company, Vermont Gas Systems, Inc., (“Ver- 
mont”) have filed a plan (“plan”) and amendments thereto with this 
Commission pursuant to Section 11(e) of the Public Utility Holding 
Company Act (“Act”) and other applicable provisions of the Act. All 
interested persons are referred to the plan, as amended, which is sum- 


marized below, for a complete statement of the proposed transactions. 

VGS, a Vermont corporation, was originally organized in 1964 to 
operate a natural gas distribution system in the state of Vermont. In 
June 1972 VGS organized Vermont, a Delaware corporation, to which 
VGS transferred its gas utility assets and business. VGS acquired all 
of the Vermont capital stock, consisting of 1,000 shares, $1 par value, 
and subsequently it registered as a holding company under the Act. 

As of December 31, 1972, VGS had outstanding 163,135 shares of 
common stock, held by 31 shareholders of record, two of whom owned 
beneficially a combined total of 74% of the VGS stock. VGS owns 
approximately 44% of the issued and outstanding stock of Lamar Life 
Corporation, a Mississippi corporation, which through subsidiary 
companies is engaged in various non-utility businesses, including the 
sale of life insurance. VGS itself directly operates an oil refinery 
business in Mississippi. As of December 31, 1972, it had consolidated 
assets of approximately $35,000,000 and consolidated revenues for the 
year ended that date of approximately $37,000,000. The Vermont stock 
and the stock of Lamar Life Corporation are pledged to the Whitney 
National Bank of New Orleans as security for a $16,150,000 loan to 
VGS due June 1, 1974. The maturity of this loan is expected to be 
extended. 

45 S.E.C.—35——18247 
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Vermont conducts its gas utility business in Franklin and Chitten- 
den counties in the State of Vermont. As of December 31, 1972, Ver- 
mont had total assets, per books, of approximately $9,000,000, includ- 
ing net plant of about $8,000,000. For the year then ended, it had 
revenues of approximately $4,000,000. Vermont’s capitalization as of 
December 31, 1972, consisted of 58.5% long-term debt and 41.5% com- 
mon equity. All of such debt consists of a $5,000,000 note to VGS due 
June 1, 1974, but the time of payment will be extended. 

Under the plan the Vermont common stock will be reclassified into 
new shares equal in number to the outstanding shares of VGS common 
stock. The Vermont stock will remain under pledge to the bank, but 
VGS stockholders will be notified that they are to be the record owners, 
share for share, of the Vermont stock. As such record owners, each will 
be entitled to vote the shares of Vermont and will have all other rights 
of a Vermont shareholder, inciuding the right to delivery of the Ver- 
mont stock after its release from pledge. 

The plan further provides that after approval thereof, no officer 
or director of VGS or of any VGS subsidiary, or immediate mem- 
ber of his family, shall concurrently be an officer or director of Ver- 
mont; and that a person who has served as an officer or director of 
VGS or a VGS subsidiary shall not thereafter be eligible to serve in 
either such position with Vermont, and conversely, until the expira- 
tion of a period of three years. It is also proposed that Vermont and 
VGS shall not enter into any intercompany transaction, unless such 
transaction shall have been approved by the Public Service Board 
of the State of Vermont; that neither VGS nor any VGS subsidiary 
shall acquire any capital stock of Vermont, or conversely ; that during 
such time as the Vermont stock is subject to pledge and for two years 
thereafter, Vermont shall file with this Commission copies of Ver- 
mont’s audited annual financial statements and unaudited semi-annual 
financial statements; and that during such time as the Vermont stock 
is subject to pledge and for two years thereafter, Vermont shall notify 
this Commission of changes in the record ownership of the Vermont 
stock within 30 days after any such change is made and shall furnish 
this Commission with a statement of the principal business affiliations 
of any new record owner of such stock. 

VGS states that the Public Service Board of Vermont has juris- 
diction over the reclassification of the Vermont stock and that no other 
State commission and no Federal commission, other than this Commis- 
sion, has jurisdiction over the proposed transactions. The order of 
this Board will be filed herein by post-effective amendment. 

The Commission finds that the plan is fair and equitable to the per- 
sons affected thereby. It also finds that, under the special circum- 
stances involved herein, the plan is necessary or approprite to effectu- 
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ate the provisions of Section 11(b)(1). VGS and Vermont have re- 
quested that the order herein include appropriate recitals to the latter 
effect. in accordance with Section 1081 through 1083 of the Internal 
Revenue Code of 1954, as amended. 

Due notice of the filing of said plan has been given in the manner 
prescribed in Rule 23 promulgated under the Act (Holding Company 
Act Release No. 18219 (December 13, 1973), 3 SEC Docket 235) ; 
copies of said notice have been mailed to all VGS shareholders of rec- 
ord; and no hearizg has been requested of or ordered by the 
Commission : 

IT IS ORDERED, pursuant to Section 11(e) of the Act, that said 
plan, as amended, be, and it hereby is, approved; and 

IT IS HEREBY RECITED, DETERMINED AND ORDERED 
that each proposed transaction described in said plan is necessary or 
appropriate to the effectuation of the provisions of Section 11(b) of 
the Public Utility Holding Company Act of 1935 and that each such 
transaction is hereby authorized, approved and directed ; and 

IT IS FURTHER ORDERED that jurisdiction be, and it hereby 
is, reserved to institute further proceedings, to enter such further or- 
ders and to take such further action as may be appropriate to carry out 
the provisions of Section 11(b) and the plan approved herein and, 
should future events after consummation of the plan make it necessary, 
to consider the status of VGS, Vermont and persons associated or 
affiliated therewith under the Act. 

By the Commission. 





IN THE MATTER OF 
NEW ENGLAND ELECTRIC SYSTEM 
MASSACHUSETTS GAS SYSTEM 
File No. 38-4053. Promulgated January 11, 1974 


Public Utility Holding Company Act of 1935 


SUPPLEMENTAL MEMORANDUM OPINION AND ORDER 


On October 31, 1973, we approved a plan of New England Electric 
System (“NEES”), a registered holding company, filed pursuant to 
Section 11(e) of the Public Utility Holding Company Act of 1935 
(“Act”), and denied an application filed by the Association of Mas- 
sachusetts Consumers, Inc. (“AMC”) requesting a hearing on the plan 
and moving for consolidation of the proceeding on such plan with 
another NEES proceeding. On December 4, 1973, AMC petitioned 
for rehearing with respect to our order. NEES opposes this petition 
but takes no position on AMC’s motion for leave to file its petition out 
of time.? The plan proposed that NEES sell its capital stock interest 
in the Lawrence Gas Company (“Lawrence”), a subsidiary company, 
to Springfield Gas Light Company (“Springfield”), an exempt hold- 
ing company under Rule 2 of the Act. The sale of Lawrence to Spring- 
field was consummated on November 14, 1973, effective as of October 
31, 1973, in accordance with the provisions of the plan, as amended. 

Originally, Springfield contemplated acquiring Lawrence and merg- 
ing it into either Springfield or Northhampton Gas Light Company, 
(renamed Bay State Gas Company (“Bay State”) ), a wholly owned 
subsidiary company of Springfield. However, on advice of tax coun- 
sel Springfield rearranged the form of acquisition so that Springfield 
and Bay State were merged concurrently with the acquisition of Law- 
rence, leaving Bay State as the surviving company and Lawrence as 
its sole subsidiary. The acquisition of Lawrence, whether by Spring- 
field or by Bay State, is not subject to Sections 9(a) (2) and 10 of 
the Act. Bay State, the surviving company, is, like its predecessor, 
Springfield, an exempt holding company. Notice of the proposed sale 

145 §.B.C. 396 (1973). 

®* Rule 21(a) of our Rules of Practice permits a petition for rehearing but a petition for 


rehearing is not a precondition to appellate review of a Commission order under Section 
24(a) of the Act. 


45 8.B.C.—35 18254 
422 
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of Lawrence, issued March 14, 1973, (Holding Company Act Release 
No. 17906, Sec. Docket No. 7, p. 6) gave any interested person until 
April 9, 1973, to request in writing that a hearing be held: In ac- 
cordance with Rule 23(e) the notice specified that any person request- 
ing a hearing shall state the reasons for such request and the issues of 
fact or law raised by the plan which he desires to controvert. On April 
9, 1973, AMC filed a request for hearing, an application to intervene 
therein, and a motion to consolidate the Springfield proceeding with 
another case in which a hearing had already been granted. 

The other proceeding with which AMC sought consolidation in- 
volved the proposed sale of three NEES gas utility subsidiary com- 
panies, Lynn Gas Company (“Lynn”), Mystic Valley Gas Company 
(“Mystic Valley”) and North Shore Gas Company (“North Shore”) 
and Massachusetts LNG, Inc., (“Mass. LNG”), a gas storage company, 
to Eastern Gas and Fuel Associates (“Eastern”) the parent of Boston 
Gas Company (“Boston Gas”), A concurrent purchase of the assets 
of these gas utility companies and of the stock of Mass. LNG by 
Boston Gas was to be effected so that a single gas utility company 
would survive. AMC and others had requested a hearing on this pro- 
posed sale to Eastern. AMC’s request for a hearing set forth in detail 
the issues of fact and law which it desired to controvert as prescribed in 
our notice of the proposed sale and in Rule 23(e). AMC cited five 
issues supported by factual allegations on which it claimed a hearing 
would be warranted. We ordered a hearing on that sale. AMC was 
allowed limited participation at the hearing in accordance with our 
Rules of Practice, and its counsel participated from time to time in the 
proceeding which lasted over seven weeks. The hearing was terminated 
when AMC and others settled their controversy with Eastern and 
NEES and withdrew from the proceeding, as noted in our Memoran- 
dum Opinion and Order of October 25, 1973, approving the sale of 
the NEES subsidiary companies.* 

Although on April 9, 1973, AMC also requested a hearing on the pro- 
posed sale of Lawrence to Springfield, it did not specify reasons war- 
ranting a hearing on that particular transaction or state the particu- 
lar issues of law and fact it desired to controvert. Aside from a general 
contention that the two sales should be heard together, AMC stated 
only : “[ W]e request you to hold a public hearing on this matter which 
is subject to many of the same objections we raised against the pro- 
posed sale of Lynn, North Shore and Mystic Valley to Boston Gas.” ¢ 


8 45 S.E.C. 411 (1973). 

4 This request appears in a prior letter of AMC to the Administrative Law Judge, dated 
March 29, 1973, annexed to the application as Appendix B. The request for hearing on the 
Eastern sale referred to was annexed as Appendix A. The application of April 9, 1973, 
itself was directed primarily to identifying AMC and arguing for consolidation of the two 
proceedings. 
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On October 31, 1973, six days after authorizing the Eastern sale, we 
issued our Memorandum Opinion and Order which authorized the 
sale of Lawrence.’ We denied AMC’s request for a hearing because 
AMC had not presented any reasons to justify its request. 

This deficiency is more than a matter of form, A hearing is not 
ordered as a matter of course nor are we required to grant it merely be- 
cause it has been requested.* A hearing is a means of ascertaining the 
facts necessary to reach a decision on legal issues in the proceedings. 
If a request for a hearing fails to specify the issues of fact or law which 
it is desired to controvert and the reasons why evidence must be taken 
to resolve such controversies, no issue has been drawn to define the 
scope of such hearing. Accordingly, in accordance with our established 
practice, our notice in this proceeding expressly required such spec- 
ification.? This procedure makes good administrative sense and att 
the very least serves to screen out requests for hearings on vague, un- 
substantial or immaterial issues. Without it, a hearing may be futile 
or turned into a search for issues rather than an effective exploration 
of issues specifically identified and properly noticed. 

AMC cannot expect us to determine for it which of the “many” rea- 
sons it had specified in opposition to the proposed sale to Eastern had 
some relevance to the proposed sale of Lawrence and to recast them 
into issues to be heard in the latter proceeding. Pleading by allusion is 
no substitute for the direct and explicit statement that we have re- 
quired as this very case demonstrates. Even construed with the utmost 
liberality, AMC’s request would not justify a hearing on the Lawrence 
sale. 

It is clear that many of the AMC objections to the Eastern acquisi- 
tion could in no way be applicable to the proposed Springfield ac- 
quisition. AMC objected to the proposed merger of Lynn, Mystic 
Valley and North Shore into Boston Gas, Eastern’s subsidiary, because 
of Eastern’s substantial stock interest in Algonquin Gas Transmission 
Company, Boston’s supplier of pipeline natural gas. Springfield, on 
the other hand, receives its pipeline gas from Tennessee Gas Transmis- 
sion Company with which it has no corporate affiliation. 

Another AMC objection dealt with the alleged increment of market 
control by Boston Gas if it were allowed to merge with the three 
former NEES companies. Geographically, the utility properties to 
be acquired by Boston adjoined its existing territory and shared with 
it gas service to metropolitan Boston. In contrast, Lawrence and 


545 S.E.C. 396 (1973). The price paid for NEES’ stock interest was $6,638,000 or 183% 
of book value. The minority stockholding of Lawrence will be paid the same price. 

6 See Gulf States Utilities Co. v. F.P.0., 411 U.S. 747, 762 (1973). 

?7Holding Company Act Release No. 17906 (March 14, 1973), 1 S.E.C. Docket No. 7. 
p. 6, Cf. Rule 23(e) and Rule 23(c). 
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Springfield, serve district areas of Massachusetts. AMC cited statis- 
tics showing an increase in Boston Gas customers, after the merger, 
from 338,680 on January 1, 1972, or 31.68 percent of all Massachusetts 
private utility gas customers, to 515,295 customers, or 48.20 percent. No 
statistics were cited by AMC to show the respective market share or 
number of customers for Springfield Bay State and Lawrence. How- 
ever, the record shows that as of January 1, 1972, Springfield had 
67,849 customers, Bay State had 8,000 customers and Lawrence had 
32,791 customers. Obviously, the aggregate market share for Spring- 
field and Bay State, assuming a combination with Lawrence, is in no 
way comparable to that of Boston Gas. 

In its petition for rehearing AMC seeks to restate its objections to 
the Springfield sale. It is now alleged, for the first time, that in terms of 
market concentration, Springfield should not be considered as a single 
and isolated utility company. Springfield is related to a group of 
other utilities through common executive personnel,’ and it is now 
urged that the effect of the Lawrence sale to Springfield should be con- 
sidered in this larger administrative context. 

The statutory relevance of these new allegations is by no means 
clear, but there is no need to pursue this issue now. For present pur- 
poses it is sufficient to note that these allegations were not even re- 
motely suggested by AMC’s original objections. In fairness to all 
concerned we do not deem it proper to reconsider the Lawrence sale, 
which has been consumated pursuant to our order, on the basis of a 
novel issue of doubtful merit or relevance that AMC has now presented 
to us for the first time.° 

We could and did read AMC’s original request for hearing as rais- 
ing an issue as to the maintenance of competitive conditions in the 
efforts by NEES to sell these companies. The bidding itself, the evalu- 
ation of the bids and the preparatory discussions NEES conducted 
with all prospective bidders involved Lawrence as well as Lynn, 
Mystic Valley and North Shore. 

It had to because NEES had offered, as one bidding alternative, 
the sale of all four companies together. Because this issue was neces- 
sarily identical on both sales, we deferred action on the Lawrence sale 


8 For many years, Springfield Gas Company, Fitchburg Gas and Electric Light Company, 
Brockton-Taunton Gas Company (Massachusetts), Concord Electric Company and Exeter 
and Hampton Electric Company (New Hampshire) and Orange and Rockland Utilities, Inc. 
(New York), an exempt holding company with subsidiaries in adjacent portions of New 
Jersey and Pennsylvania, have shared executive offices and certain other administrative 
services. 

° AMC’s statement that as a result of the sale Lawrence is transferred from one combi- 
nation gas and electric utility holding company to another is unfounded. Springfield is not 
part of a statutory holding-company system, and none of the companies with which it has 
any administrative relationships conduct an electric utility business in Lawrence. The sale 
of Lawrence effectively separates its gas business from the electric service that NEES 
provides in that area. 
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until a full exploration of the bidding procedure was completed in 
the Eastern hearing. If any irregularities were to be uncovered, AMC’s 
counsel had ample opportunity to uncover them in the seven weeks of 
hearings on the Eastern acquisition. Having found after a full hearing 
that the procedures adopted by NEES maintained competitive con- 
ditions in sufficient measure to satisfy Section 12(d) and Rule 44,’° 
we saw no need for another hearing for the purpose of again reviewing 
the same subject. 

From AMC’s original request and from its present motion for re- 
hearing, it appears AMO’s main objective was to consolidate for 
hearing the two proceedings. They dealt with the sale of different 
properties to different purchasers at different prices, and, except for 
the question of the bidding procedure, the governing facts were not 
interrelated. We adhere to the original determination that consolida- 
tion would have encumbered each proceeding and purchaser with 
questions and proof foreign to the expeditious disposition of the par- 
ticular transaction involved. 

AMC also takes exception to our determination that an acquisition 
of the stock of a utility company with a concurrent liquidation or 
merger of the company acquired should be considered, under the Act, 
as an acquisition of assets rather than as an acquisition of utility secu- 
rities. It requires no argument to show that this interpretation cor- 
rectly reflects the substance of the transaction being examined. The 
acquisition of the stock is simply a method of transferring title to the 
assets. We have not been presented with any persuasive reasons to 
change our long standing interpretation of Section 9(a) (2).™ 

It appears that there was an inadvertent failure to serve AMC with 
the Order of October 31, 1973, authorizing the Lawrence sale. The 
motion for leave to file the petition for rehearing out of time is granted. 

For the reasons set forth above, the petition for rehearing is denied. 

By the Commission. 


10 45 §.E.C. 411 (1973). 

11 Crescent Public Service Company, 22 §.E.C. 426, 432 (1946). The same rule is well 
established in tax law. Cf. Commissioner v. Ashland Oil & Refining Oo., 99 F. 2d 588 (C.A. 
6, 1938), cert. denied, 306 U.S. 661 (1939) ; Kanawha Gas ¢ Utilities Co. v. Commissioner, 
214 F. 2d 685, 691 (C.A. 5, 1954). 





IN THE MATTER OF 
GEORGIA POWER COMPANY 


File No. 70-5433. Promulgated January 30, 1974 
Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


Georgia Power Company (“Georgia”), an electric utility company, 
has filed with us an applicaticn and amendments thereto pursuant to 
Section 6(b) of the Public Utility Holding Company Act of 1935 
(“Act”) and Rule 50 promulgated thereunder. Georgia is a subsidiary 
of the Southern Company (“Southern”), a registered holding com- 
pany, which owns all the outstanding common stock of Georgia. 

As of November 30, 1973, Georgia’s capitalization consisted of : 





Amount 
(000’s omitted) Percent 





Common and paid in capital CRB OOD iin inten chetictine 
BUCLAINOG GTNINGS . oe oo 


Common equity 768, 444 
Preferred stock and premium 258, 333 
First mortgage bonds 1, 217, 952 


i ARISE Oped Ea Rae ae cn = 2, 244, 729 





Georgia has issued its outstanding bonds pursuant to an indenture, 
created in 1941, and supplements thereto. The application before us 
concerns the issue and sale of an additional $150 million of Georgia’s 
first mortgage bonds, maturing January 1, 2004. The bonds will be 
issued and sold pursuant to a further supplement to be dated as of 
January 1, 1974. 

Competitive bidding has been completed in compliance with Rule 
50, and on January 21, 1974, Georgia received three bids and, subject 
to our order, it accepted a bid of 99.405 for the bonds, bearing a cou- 
pon rate of 854%, to realize $149,107,500. The bonds are to be re- 
offered to the public at 100.26. 

Georgia has been authorized by the Georgia Public Service Com- 
mission (“Georgia Commission”) to sell a total of $410 million bonds 


45 S.E.C.—35——18271 
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and $60 million of preferred stock in 1974. It expects to receive $120 
million in common stock equity from Southern and accumulate $88.4 
million internally.* Georgia is also to receive in 1974 $11 million from 
the Development Authority of Bartow County to finance pollution 
control facilities. To the extent that further financing of this nature 
occurs a corresponding reduction in the proposed general financing is 
to be made. All of these funds are required primarily to cover Georgia’s 
1974 construction budget of more than $500 million and to pay short- 
term borrowings incurred primarily for construction. 

At November 30, 1973, Georgia had $131 million in short-term debt 
obligations outstanding, of which $94 million are to be paid in the 
immediate future. The full 1974 financing program is intended to re- 
tire all short-term obligations, and none are expected to be outstanding 
at the end of 1974. 

A notice of filing of the pending application was issued on Decem- 
ber 21, 1973, in the manner prescribed in Rule 23 promulgated under 
the Act.? This notice gave interested persons an opportunity to request 
a hearing on or before January 10, 1974. A request for a hearing was 
filed by Georgia Power Project (“Project”), an unincorporated as- 
sociation of certain consumers of Georgia. We have given careful con- 
sideration to its request, to Georgia’s objections and Project’s reply to 
these objections. 

This pending application is filed under Section 6(b) of the Act 
which directs us to exempt by rule or order from the provisions of 
Section 7 securities issued by a subsidiary company solely for the pur- 
pose of financing its business, if the issuance of such securities is 
expressly authorized by the appropriate state commission. The pro- 
posed bond issue of Georgia meets these requirements. Project raises no 
question as to Georgia’s need for the funds sought to be raised by the 
proposed bond financing. Indeed, the Georgia Commission was con- 
cerned about Georgia’s suspension of development of its Wallace Dam 
and Rocky Mountain hydroelectric projects and its postponement of 
the second unit of the Hatch nuclear facility. That commission in- 
dicated in its rate decision of December 13, 1973, that the rate relief 
granted would permit the financing required to proceed “with the 
construction of non-fossil fuel facilities with all deliberate speed.” Its 


1This is $20 million less than the $140 million originally proposed, but the difference 
is offset by a similar increase in the forecast of internally generated cash, so the total is 
unchanged. 

The projected $120 million common stock equity includes $36.5 million representing the 
1974 balance of the contributions authorized by our order of December 26, 1972. (The 
Southern Company, Holding Company Act Release No. 17824 (December 26, 1972)). 

2 Holding Company Act Release No. 18230 (December 21, 1973), 3 S.E.C. Docket 306. 
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order of January 2, 1974, authorizing Georgia’s total 1974 financing 
includes the $150 million bond financing now before us. Project’s re- 
quest for rehearing was denied by the Georgia Commission on January 
15, 1974. 

While security issues exempted under Section 6(b) need not satisfy 
all the standards of Section 7, it does not mean that Section 7 had no 
relevance at all. Section 6(b) expressly prescribes that our exemptive 
order is subject to such terms and conditions as we deem appropriate 
in the public interest and for the protection of investors or consumers. 
This mandate, as we have said, contemplates that, there is a material 
variance from the standards of Section 7 and policies of the Act,”... 
it is our responsibility, despite state approval, to impose terms and 
conditions.” * 

In exercising; such authority we feel obliged to consider the provi- 
sions of Section 7, particularly as they relate to such basic questions 
as to whether the security is appropriate to the capital structure of the 
company and reasonably adopted to its earning power, safeguards 
which are explicitly provided in Section 7(d). In these respects we 
deem Sections 6(b) and 7 as substantially equivalent. We are satisfied 
that the application before us meets the requirements of Section 6(b) 
as thus considered. 

In essence, Project asserts that Georgia’s 1974 financing program, as 
approved by the Georgia Commission, does not meet the standards of 
Section 7(d) of the Act because it does not provide for a greater 
amount of common stock equity. Project requests that we hold a hear- 
ing on the entire financing program, which we should require Georgia 
to modify so as to increase the proportion of equity and decrease that 
of debt. 

As a consumer group, Project is primarily concerned with the rate 
increase authorized by the Georgia Commission and argues that the 
proportion of debt in Georgia’s capital structure is forcing the Georgia 
Commission to allow rates “beyond reasonable levels.” It seems that 
Project’s basic and fallacious assumption, to which its request for 
hearing is directed, is that the substitution of common equity for first 
mortgage bonds would reduce Georgia’s cost of capital with resulting 
rate relief. It is universally recognized that junior equity commands 
and requires a higher return than well secured debt obligations, Indeed, 
in its rate order the Georgia Commission applied a return of 6.96% 
on debt capital and 12% on common equity in computing the overall 
rate of return which it allowed to Georgia. 

Besides, the Act we administer does not give us jurisdiction over 
Georgia’s rates to its consumers or to determine the rates that it may 


8 Public Service Company of Indiana, Inc., 26 8.E.C. 338, 349-50 (1947). 
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require to support the financing we are asked to approve. By its re- 
quirement of prior and express approval of the appropriate state com- 
mission, Section 6(b) undoubtedly contemplates that the impact of the 
financing upon rates will be fully considered by that commission. In 
the case of Georgia, as we have indicated, the Georgia Commission 
considered Georgia’s request for a rate increase as well as its 1974 
proposed financing. The rate relief it granted in light of this financing, 
which is authorized, was projected to yield about 12% return on com- 
mon equity, and it rejected the Project’s contentions. We cannot re- 
view the<e contentions in the proceeding before us. 

Although without jurisdiction over rates, we are concerned with 
Georgia’s financing as it affects Georgia’s capitalization because an 
unsound capital structure may have adverse effects on the interests of 
investors as well as consumers.‘ It is in such statutory context that 
Section 6(b) requires that we examine the application before us. To 
that end we note that, as of November 30, 1973, Georgia’s common 
equity and long-term debt ratios were respectively 34.2% and 54.3% 
and would be 32.8% and 55.1%, giving effect to the $150 million bond 
financing before us and Southern’s capital contributions heretofore 
authorized. These ratios are clearly within the range we have deemed 
acceptable in numerous other cases. While the full 1974 financing pro- 
gram is not before us for disposition, we do note that, as found by the 
Georgia a Commission in its order approving that program, the ratios 
at the end of 1974 are expected to be 31.04% and 57.89%, respectively. 

This is not to suggest that we would tolerate a continued erosion of 
Georgia’s equity. We note, though, that in the three years ending De- 
cember 31, 1973, Georgia has received from Southern $316.3 million, 
and it expects an additional $120 million contribution in 1974. We con- 
sider the decline in Georgia’s common stock ratio as a result of the 
pending bond financing to be temporary. It does not warrant the impo- 
sition of terms and conditions in the grant of the application before us. 

In terms of earnings the proposed bond financing meets the cover- 
age requirements of Georgia’s bond indenture as to bond interest. 
Georgia’s total fixed charges (consisting of total interest expense and 
one-third of rental expenses) are covered approximately 2.3 times on 
an actual basis and 1.8 times on a pro forma basis. These ratios are 
based on the historical earnings for 1973, and do not reflect the full 
effect of the recent rate increase. 

The interest coverage requirements of Georgia’s 1941 bond inden- 
ture differ in some respects from those specified in our Statement of 


4 Sections 1(b) (1), 6(b), 7(c)(1), and 7(d). Maintenance of an adequate equity ratio 
for Georgia has received our attention since the creation of the Southern system, The 
Commonwealth & Southern Corporation, 27 S.B/C. 532 (1948). 
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Policy.’ The significant difference is in the treatment of “other in- 
come.” Georgia’s indenture authorizes inclusion of other income in the 
coverage computation to the extent of not more than 15% of twice the 
pro forma bond interest. Our Statement of Policy limits inclusion in 
the coverage requirements of other income to not more than 10% of 
operating income.°® 

The Statement of Policy explicitly recognized that then existing 
bond indentures, such as Georgia’s would not fully conform to the 
Statement of Policy and provided that additional securities could 
continue to be issued thereunder unless the application of the pro- 
visions thereof “would in the Commission’s opinion require the mak- 
ing of adverse findings under Section 7(d) or the imposition as a con- 
dition to granting an exemption under Section 6(b) of a requirement 
that such changes be made.” 

We find the applicable standards of the Act and the rules thereunder 
are satisfied and that no adverse findings are necessary with respect 
to Georgia’s pending application to issue and sell $150 million of its 
first mortgage bonds. A hearing with respect to this financing is 
neither necessary nor appropriate. 

The balance of the financing program previously described is not 
before us. As applications with respect to the issuance and sale of the 
various securities are filed from time to time, we will consider such 
applications in light of the specific circumstances and the applicable 
standards of the Act. 

The fees and expenses to be incurred in connection with the pro- 
posed transaction total $189,200, including counsel fees of $25,000, 
accountants fees of $23,800, and charges of the indenture trustee (in- 
cluding its counsel) of $30,000 and are not unreasonable. 

IT IS ORDERED, accordingly, pursuant to the applicable pro- 
visions of the Act and rules thereunder, that the application, as 
amended, be, and it hereby is, granted effective forthwith, subject to 
the terms and conditions prescribed in Rule 24 promulgated under 
the Act; and 

IT IS FURTHER ORDERED that the request for a hearing be, 
and it hereby is, denied. 

By the Commission. 


5 Holding Company Act Release No. 13105 (February 16, 1956). 

6 The indenture provision, in substance, requires $1.70 of operating income for each $1.00 
of bond interest, while the Statement of Policy would require $1.82 of operating income 
for each $1.00 of bond interest. 





IN THE MATTER OF 


THE APPLICATION OF 


REMMELE & COMPANY 
JAMES W. REMMELE 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-8968. Promulgated January 31, 1974 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY PRO- 
CEEDINGS 
Violations of Rules of Fair Practice 


Where member of registered securities association and its president violated 
association’s rules of fair practice in that member failed to comply with net 
capital and recordkeeping requirements, sanctions of censure, suspension and 
fine sustained as not excessive or oppressive with due regard to public interest. 


APPEARANCES: 


Carl L. Shipley and John Barry Donohue, Jr. of Shipley Akerman 
Stein & Kaps, for applicants. 

Lloyd J. Derrickson and Frank J. Formica, for the National Asso- 
ciation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Remmele & Co. and its president and operat- 
ing head, James W. Remmele, for review of disciplinary action taken 
against them by the National Association of Securities Dealers, Inc. 
(“NASD”). The NASD found that applicants violated Article ITI, 
Sections 1 and 21(a) of the NASD’s Rules of Fair Practice * in that 
the firm during the period June 30, 1969 through April 30, 1970 failed 
to maintain adequate net capital,? and, for the months June and July 


1 Article III, Section 1 requires that a member, in the conduct of his business, shall 
observe “high standards of commercial honor and just and equitable principles of trade.” 
Section 21(a) requires that records be kept in conformity with all applicable regulations. 

2 Section 15(c)(3) of the Exchange Act and Rule 15c3—1 issued thereunder together, 
insofar as here relevant, prohibit a broker-dealer from effecting securities transactions 
when its aggregate indebtedness exceeds 2000% of its net capital or it does not have net 
capital of at least $5,000. 
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1969 failed to prepare timely computations of net capital and ag- 
gregate indebtedness.* An NASD District Business Conduct Commit- 
tee censured applicants, fined them $2,000 jointly and severally and 
assessed cost of $329.46. The NASD’s Board of Governors affirmed 
these penalties and in addition suspended Remmele’s registration with 
the NASD and his firm’s membership for thirty days.‘ 

The record shows that the firm effected securities transactions when 
it had net capital deficiencies, as computed under our Rule 15c3-1, 
ranging between $5,082 and $57,222 on seven dates between June 30, 
1969 and April 30, 1970,° and that the firm’s June and July 1969 
computations of net capital and aggregate indebtedness were not pre- 
pared until September 1969. We find, as did the NASD, that appli- 
cants violated the cited provisions. 

Applicants argue that no net capital violations occurred since as a 
practical matter there was no danger of harm to others because the 
firm held no securities for customers in street name, had no margin 
accounts or customer credit balances, and had no indebtedness to 
other broker-dealers, Applicants also contend that any net capital 
violations which may have occurred were merely “technical.” Prior 
to the period of the violation Remmele had borrowed $65,000 from 
close relatives for placement into the firm, and such loans were re- 
corded as debts of the firm. Applicants contend that no net capital 
deficiencies would have been shown if the loans had been subordinated 
under proper written subordination agreements in compliance with 
the net capital rule, but that this had not been done initially because 
Remmele was unaware of this requirement and later met with delays 
in procuring the necessary papers from his attorney. 

We reject applicants’ arguments. The important prophylactic pur- 
pose of our net capital rule would be thwarted if brokers could carve 
out their own exceptions based upon the nature of the business they 
conduct. The investing public is entitled to expect that those subject 
to the rule meet its requirements. Nor can we accept applicants’ failure 
to procure a written subordination agreement as a mere “techni- 
cality.” * In keeping with the objective of the net capital rule, only 
liabilities which are subordinated to the claims of general creditors 


3 Rule 17a—3 (a) (11) under Section 17(a) (3) of the Exchange Act requires that compu- 
tation of aggregate indebtedness and net capital ‘‘shall be prepared currently at least once 
a month.” 

4 Briefs were filed with us. Our findings are based upon an independent review of the 
record certified to us by the NASD. 

5On June 30 and December 31, 1969 the firm’s aggregate indebtedness exceeded 2,000 
percent of its net capital, and on the other dates the firm did not maintain net capital of at 
least $5,000. 

6 See Blaise D’Antoni & Associates, Inc. v. S.H.C., 289 F. 2d 276, 277 (C.A. 5, 1961) 
where the court stated, “The net capital rule is one of the most important weapons in the 
Commission’s arsenal to protect investors.” 
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pursuant to a “satisfactory subordination agreement” are excluded 
from the computation of a firm’s aggregate indebtedness and net 
capital.’ A “satisfactory subordination agreement” as defined in the 
rule, among other things, must be in writing and copies thereof with 
certain accompanying documents and specified information must be 
filed with the appropriate Regional Office of this Commission.® Until 
and unless such filings are made, it cannot be determined whether the 
agreement includes the provisions required by the rule and therefore 
provides the requisite creditor protection.’ Since the subordination 
agreements relied on here were oral, the liabilities in question were 
properly included in the computation of the firm’s aggregate indebted- 
ness and net capital position. Remmele has been in the securities busi- 
ness for the past twenty-five years, seventeen as president of the appli- 
cant firm and eight years as a registered representative of another 
broker-dealer. With this long experience, the necessity for a written 
agreement should have been quite clear to him. 

Applicants also argue that the addition by the Board of Governors 
of the 30 day suspension to the sanctions imposed by the District Com- 
mittee was improper. They contend that such a “quantum leap in the 
magnitude of punishment” would inhibit the free exercise of the right 
to appeal and that, in any event, the sanctions imposed are harsher 
than have been imposed in other cases for similar violations. 

We must also reject these contentions. The delegation of disciplinary 
power to the NASD has been judicially upheld,? and the NASD’s 
Code of Procedure, which permits the Board to increase penalties or- 
dered by a District Committee, was submitted to this Commission as 
part of the NASD’s application for registration as a national securi- 
ties association, approved by the Commission in 1939.11 Under the 
NASD Code of Procedure the Board of Governors may review a 
decision of a District Committee on its own motion ” and the Board 
in this case announced an intention to do so before it was informed 
of applicants’ intention to appeal to the Board. In any event, we do 
not regard the Board’s authority to increase a District Committee’s 
penalties as an infringement on the right of appeal in violation of due 
process.?? And the remedial action which is appropriate depends upon 
the facts and circumstances of a particular case and cannot be precisely 
determined by comparison with action taken in other cases.* 


7? Rule 15¢3-1 (c) (1) (I) and (c) (2) (G). 

8 Rule 15c3-1(c) (7). 

® Barraco and Oo., 44 8.E.C. 539, 541 (1971). 

10R, H. Johnson ¢& Oo. v. 8.E£.0., 198 F. 2d 690 ('C.A. 2, 1952), cert. denied 344 U.S. 
855 (1952). 

11 National Association of Securities Dealers Inc., 5 S.E.C. 627 (1939). 

12 Section 15, NASD Code of Procedure for Handling Trade Practice Complaints. 

13 Of. Fund Securities, Inc., 45 S.E.C. 208, 204 (1973). 

14 See, e.g., Haight € Co., Inc., 44 8.E.C. 481, 512 (1971) ; Hiller v. 8.H#.0., 429 F. 2d 
856 (C.A. 2, 1970) ; Dlugash v. 8.H.0., 373 F. 2d 107, 110 (C.A. 2, 1967). 
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In their answer to the NASD’s original complaint filed in November 
1969, which alleged net capital deficiencies as of June, July and August, 
applicants stated that they would subordinate the borrowed funds, but 
this was not accomplished until February 1970. In the interim, net 
capital deficiencies occurred in December 1969 and January 1970 which 
were charged in an amended complaint. Even after the written subordi- 
nation in February, a later deficiency occurred in April. The NASD 
had cautioned the firm in 1966 concerning its capital position, and in 
connection with unrelated violations, censured and fined applicants in 
1969. The NASD recognized that, as urged by applicants, no one had 
suffered any specific injury as a result of the violations here. The issue 
before us is not whether we would have imposed the identical sanc- 
tions of censure, suspension and fine imposed by the NASD, but 
whether such sanctions are excessive or oppressive, having due regard 
to the public interest. Under all the circumstances of this case, we can- 
not make that finding. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and SomMER). 





IN THE MATTER OF 


THE APPLICATION OF 
MELICENT V. BOUEY 
doing business as 
BOUEY INVESTMENT COMPANY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 83-4208. Promulgated January $1, 1974 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 


In proceedings for review of disciplinary action by registered securities asso- 
ciation censuring and barring member from association with other members, 
association’s findings that member failed to comply with record-keeping and 
net capital requirements and filed misleading financial statements, sustained, 
and review proceedings dismissed. 


APPEARANCES : 

Melicent V. Bouey, pre se. 

John F. Mylod and Richard A. Fitzpatrick, for the National Asso- 
ciation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Melicent V. Bouey, who was in business as Bouey Investment Com- 
pany, a member of the National Association of Securities Dealers, 
Inc. (“NASD”), a registered securities association, has applied pur- 
suant to Section 15A(g) of the Securities Exchange Act for review 
of disciplinary action by the NASD censuring her and barring her 
from association with any NASD member. 

The NASD found that during the period April 30, 1970 through 
January 24, 1972, applicant failed to comply with net capital and 
record-keeping requirements as set forth in our Rules 15c3-1, 17a-3 
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and 17a—4 under the Exchange Act, and thereby violated Sections 1 
and 21 of Article III of the NASD’s Rules of Fair Practice.’ 

The record, including applicant’s testimony at a hearing held by the 
NASD District Business Conduct Committee, shows that applicant 
obtained a $25,000 loan from the Small Business Administration 
which was intended to provide the minimum net capital in connection 
with her application in the latter part of 1969 to obtain a license as 
a broker-dealer from the Public Service Commission of the District 
of Columbia. The proceeds of this loan were placed in a bank ac- 
count in the name of Bouey Investment Co. Bank statements with 
respect to this account, however, show that as of March 1, 1970 the 
balance in the account had been reduced to $8,912, that in April 1970 
the balance fell below $5,000, and that it continued to decline there- 
after until closed out in June 1971 with a zero balance. At the 
hearing applicant asserted that the $25,000 had been expended for 
operating and living expenses and to pay medical and hospital bills. 
Applicant, however, submitted to the District of Columbia Commis- 
sion financial statements as of the end of the months of April through 
September 1970 and as of December 1, 1970, representing that the 
$25,000 was on deposit in the Bouey Investment Co. bank ac- 
count when, as she admitted, such funds were no longer there.” Finally, 
applicant admitted that she was unable to produce any records when 
requested to do so by the NASD. She contended that she had kept 
records but they had been misplaced during the time she was ill and 
that she had been unable to locate them thereafter. 

In our opinion the record made before the NASD justifies the 
NASD’s findings of violations. Applicant basically does not deny the 
facts as recited above, but seeks to have the NASD actions “corrected” 
to reflect such circumstances as her illness during the relevant period 
and the fact that she was allowed to enter the securities business with 
only the minimum required capital.* Whatever mitigative force might 
be involved in applicant’s using for medical expenses the funds in- 
tended to provide net capital for her business as a protection to public 
investors,‘ there can be no justification for her submitting false finan- 


2 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 21 requires a member to keep and 
preserve books and records in compliance with all applicable requirements. Rule 15c3-1, 
issued under Section 15(c)(3) of the Exchange Act, required applicant to maintain net 
capital of at least $5,000. Rules 17a—-3 and 17a-4, issued under Section 17(a) of the 
Exchange Act, required applicant to make, keep current and preserve for specified periods, 
certain books and records. 

2At the District Committee hearing applicant stated that she had not been able to 
repay the loan to the Small Business Administration. 

3 Of course, no one compelled applicant to enter the securities business, with or without 
what she considers adequate capital. 

*At the hearing, at the suggestion of the NASD District Committee Members, applicant 
undertook to obtain and furnish to the Committee statements from her doctors and 
hospitals respecting her medical expenses, but did not submit any such information. 
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cial statements to the District of Columbia Commission.’ And while 
applicant questions in minor respects the accuracy of some of the bank 
account balances as reported by the bank, there is no evidence nor does 
she contend that she had $5,000 or more in her account during the rele- 
vant months as provided in our net capital rule. Finally, even if we 
were to accept her uncorroborated statement that she kept the neces- 
sary records, it is undisputed that she did not preserve those records 
as required by our rules. 

Under all the circumstances, and particularly having in mind the 
preparation and submission of false financial statements, we cannot 
find the NASD’s action in barring applicant from association with any 
NASD member excessive or oppressive, having due regard to the 
public interest. 

Accordingly, IT IS ORDERED that this proceeding for review 
be, and it hereby is, dismissed. 

By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans and Sommer). 


5 On appeal here, applicant claims that she did not submit any false financial statements 
to the NASD. She had previously admitted, however, that she had submitted such state- 
ments to the District of Columbia Commission and that there was no justification for her 
actions in that regard. It was appropriate for the NASD to treat the submission of false 
reports to a governmental body as a violation of its rules respecting high standards of 
commercial honor. 





IN THE MATTER OF 
THE APPLICATION OF 
DANIEL S. BRIER & CO., INC. 
DANIEL S. BRIER 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 33-4177. Promulgated February 4, 1974 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Net Capital Requirements 


Registered association’s finding that member could not include unsecured loans 
to officer as asset for purposes of net capital computation, sustained, and its 
finding of resulting violation of net capital requirements afirmed but penalty 
modified in view of surrounding circumstances, including facts that member 
upon notice of net capital deficiency voluntarily ceased doing business pending 
prompt correction of net capital position and had served a suspension imposed 
by the Commission in administrative proceedings based in part on same net 
capital violation. 


APPEARANCES: 

Joseph Levine, for respondents. 

Lloyd J. Derrickson and leaymond J, Gustini, for the National As- 
sociation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act for review of disciplinary action taken by the National 
Association of Securities Dealers, Inc. (“NASD”) against Daniel S. 
Brier & Co., Inc., an NASD member, and Daniel S. Brier, the mem- 
ber’s president and with his wife the owner of all its stock. The NASD 
censured both respondents, expelled the firm from membership, barred 
Brier from association with any member in a principal, managerial 
or supervisory capacity, and fined the respondents $5,000 and assessed 
them with costs of $126.40. The NASD found that respondents vio- 
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lated Section 1 of Article III of the NASD’s Rules of Fair Practice * 
in that as of March 31, April 30, May 29, June 30 and July 31, 1970 
the firm failed to comply with our net capital requirements.’ 

Section 15A(h) of the Exchange Act, which defines the nature of 
our review of NASD disciplinary action, provides that we must dis- 
miss these review proceedings if we find that respondents engaged in 
the conduct found by the NASD and that such conduct violated the 
designated NASD rules, unless we further find that the penalty im- 
posed by the NASD is excessive or oppressive, having due regard to 
the public interest, and should be cancelled or reduced. In this case 
the respondents do not deny the net capital violations found by the 
NASD but assert that the penalties the NASD imposed are unduly 
severe and excessive in light of the particular circumstances presented. 

The basic facts are undisputed. On August 19, 1970, an NASD 
examiner initiated an examination of the member firm, including its 
trial balance and related schedules as of July 31, 1970. Upon an analy- 
sis of the relevant data the NASD’s staff concluded that the firm had 
a net capital deficiency under our Rule 15c3-1 of approximately $40,000 
as of July 31, 1970, and so advised Brier in a conference on August 21. 
The failure to comply with the net capital requirements basically re- 
volved around the treatment of an account called Loans and Ex- 
changes. The firm had included this account as an asset for net capital 
purposes, on which basis there was no violation; the NASD computa- 
tion on the other hand excluded the item from assets for net capital 
purposes, thereby arriving at the above net capital deficiency. 

Brier stated that he had not realized that the Loans and Exchanges 
account, which basically represented unsecured loans to him from the 
firm, could not be counted as an asset for net capital purposes, that 
his personal net worth at all times exceeded the amount of the loans, 
and they could have been repaid readily at any time. He agreed to 
and did voluntarily cease to conduct a securities business pending a 
correction of the firm’s net capital position and on August 28, 1970 he 
furnished the NASD with documentation of a $45,000 bank deposit 
he had made in the firm’s account which remedied the firm’s net 
capital deficiency. 

In the course of the above discussions with Brier during August 
1970, the NASD staff requested and received trial balances and data 
for months prior to July. Upon analysis of such material the NASD 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. 

Section 15(c)(3) of the Exchange Act and Rule 15c3-1 issued thereunder together 
insofar as relevant here prohibit a broker-dealer from effecting securities transactions 
when its aggregate indebtedness exceeds 2,000% of its net capital or it does not have net 
capital of at least $5,000. 
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staff concluded that net capita] deficiencies had also existed as of the 
end of each month from March through June 1970, which as in the 
case of the July 31 deficiency, revolved around the treatment of un- 
secured loans to Brier from the firm.® 

Although respondents argued before the NASD District Committee 
that there was no real violation of the net capital requirements be- 
cause the receiviable from Brier was always collectible and was repaid 
following the NASD examination, respondents do not on this appeal 
question that there was a violation of the net capital rule. As noted 
above, the sole ground for their appeal is that the NASD penalties 
are unduly severe and excessive. 

The NASD issued its complaint in this matter in March 1971. At 
that time there was already pending before us an administrative pro- 
ceeding initiated by our enforcement staff which included a charge of 
a net capital violation as of March 31, 1970, one of the dates encom- 
passed in the NASD complaint. In April 1971 respondents made offers 
of settlement, providing with respect to the NASD proceeding, that 
respondents be suspended for ten business days and fined $1,000,° the 
per'od of suspension to be concurrent with a similar ten business day 
su*pension proposed in their offer to settle the administrative proceed- 
ing before us. 

The offer of settlement in our administrative proceeding was ac- 
cepted and reflected in an order issued in May 1971.° The offer of 
settlement to the NASD was accepted by the NASD District Business 
Conduct Committee and forwarded by it to the NASD National Busi- 
ness Conduct Committee,’ which acting for the NASD Board of 
Governors rejected the offer. Respondents state that their former 
counsel was informed by the NASD staff that the reason for the re- 
jection was that the National Committee desired a ten business day 
suspension independent of that to be imposed in our administrative 
procee‘ings. Respondents further state that they were willing to ac- 


8 The net capital deficiencies found for the earlier months were both more and less than 
the $40,000 deficiency as of July 31, being $18,990 as of March 31; $85,410 as of April 30; 
$60,650 as of May 29; and $52,339 as of June 30. In‘all instances the deficiencies were less 
than the loans to Brier. 

Rule 15c3—1(c) (2) provides that “net capital’? under the rule means net worth ad- 
justed by deducting assets which cannot be readily converted into cash, including “all un- 
secured advances and loans.” 

5 There is some ambiguity about the amount of the proposed fine. Respondents refer to it 
as $1,000; the NASD refers to it at one point as $1,000 and at another as $1,500. 

* Daniel S. Brier € Co., Inc., Securities Exchange Act Release No. 9178 (May 24, 1971). 

7The NASD Code of Procedure for Handling Trade Practice Complaints provides that 
if an offer of settlement is accepted by a District Business Conduct Committee, it shall 
draft an Order of Acceptance which shall not become effective until it is submitted to and 
approved by the National Committee which is delegated authority to accept finally or 
reject an offer. NASD Manual, Paragraph 3012A(d). 
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cede to such an additional suspension but that their former counsel 
advised against it in view of our administrative suspension.® 

Upon rejection by the National Committee of the respondents’ offer 
of settlement, the matter was set down for a hearing before a subcom- 
mittee of the District Committee and thereafter that Committee 
issued its decision finding the net capital violations described above 
and concluding that the firm should be expelled from membership, 
that Brier should be barred from association with any member, and 
that both respondents should be censured, fined $5,000 and assessed 
costs. Respondents appealed to the NASD’s Board of Governors, where 
they argued that the District Committee’s penalties were excessive 
particularly in view of the offer the District Committee had originally 
accepted. The Board of Governors in its decision found “merit” in the 
contention that the penalties were too severe, stating that it was 
impressed that at one point the NASD’s staff was apparently thinking 
in terms of “a ten or twenty-day suspension and a $1,500 fine” and that 
it was sensitive to the respondents’ belief that the subsequent penalties 
were an unwarranted increase over what might have been originally 
contemplated. Accordingly, the Board reduced the penalty imposed on 
Brier from a bar from association with any member in any capacity 
to a bar as a principal or in a managerial or supervisory capacity ; the 
Board, however, affirmed the expulsion of the firm and the censure, 
the $5,000 fine and the assessment of costs against both respondents. 

We agree with the NASD that a violation of the net capital require- 
ments is a serious matter. It is not excused by respondents’ assertions 
that there was no intent to violate and that the violation was due to a 
lack of understanding of the rule, nor by the facts that Brier took 
corrective action when the matter was brought to his attention and that 
no customers or others were caused any loss. Nevertheless, those are 
mitigating factors. They must be considered together with the other 
circumstances peculiar to this case in assessing the penalty called for 
by public interest.® As noted earlier, Brier voluntarily discontinued 
securities activities upon being advised of the net capital problem by 
the NASD staff, and took prompt action to bring the firm into 
compliance by arranging for a deposit of $45,000.*° 

Respondents state that the firm has been in compliance since this 
matter was brought to their attention in 1970, and Brier testified that 


8The NASD does not deny respondents’ explanation of the rejection of the offer of 
settlement, although it does characterize the references to the former attorney’s discussions 
regarding the rejection as “hearsay.” The NASD states in its brief here that its files 
show that the National Committee voted to reject the respondents’ offer as totally inade- 
quate and that its records are devoid of any discussion regarding the rejection or a 
counter-offer emanating from the NASD staff on behalf of the Board. 

° Of. Handley Investment Company, 42 S.E.C. 370 (1964). 

10 The NASD staff advised Brier of the necessity to obtain more capital on August 21, 
1970, and Brier furnished the NASD evidence of the $45,000 deposit on August 28, seven 
days later. Taking into consideration the intervention of a week-end we think this consti- 
tuted reasonably prompt action to correct the net capital position of the firm. 





DANIEL 8. BRIER & CO., INC., ET AL. 


subsequently the firm’s ratio of aggregate indebtedness to net capital 
has been far below the 20 to 1 ratio allowed under the rule and also 
that the firm has subsequently followed the practice of sending cus- 
tomers monthly checks for their credit balances. In their offer of 
settlement in our administrative proceedings respondents also repre- 
sented that the firm’s net capital position had been brought into con- 
formity with the requirements of the Exchange Act and our rule 
thereunder, and undertook to furnish our regional office a trial balance 
and to notify that office in writing if and when its net capital fails 
to meet such requirements, and in the event of a deficiency promptly 
to cease doing business until such time as its net capital again com- 
plied with those requirements. Our order suspending the firm’s broker- 
dealer registration and suspending Brier from association with any 
broker or dealer was expressly made subject to these undertakings 
and representations.1 


We emphasize that we not condone Brier’s action in borrowing 
funds from the firm on an unsecured basis for his personal use.?? Even 
though he and his wife owned all the stock and he may have con- 
sidered the firm as his alter ego, his actions posed at least a potential 


risk for customers and Spakore. We and the NASD, however, have 
common objectives in exercising our regulatory functions under the 
Exchange Act for the protection of investors and in the public interest. 
And in the exercise of such functions we have already imposed reme- 
dial sanctions on respondents for conduct including the same conduct 
as involved in the NASD proceeding.’* Under these and the other cir- 
cumstances of this case, we find the additional and severe penalties 
imposed by the NASD excessive and oppressive. Accordingly, we re- 
duce them. 

In view of respondents’ corrective actions since this matter was 
brought to their attention, the suspensions they have already served, 
and their undertakings and representations with respect to conform- 
ing to net capital requirements, we conclude that a censure and a 
$1,000 fine, conforming to the offer originally found acceptable by the 
NASD District Committee, is appropriate. 


Accordingly, IT IS ORDERED that the penalties imposed by the 
NASD in this case be, and they hereby are, modified to a censure of 


both respondents and imposition of a $1,000 fine on them severally and 
jointly. 

By the Commission (Chairman Garrerr and Commissioners Loomis, 
Evans and SomMER). 


14 Securities Exchange Act Release No. 9178, p. 2 (May 24, 1971). 

2 Brier testified that he borrowed the funds on the advice of his accountant for unspeci- 
fied tax purposes, without realizing that such action affected the firm’s net capital position. 

18 The NASD rightly notes that our order was based on a finding of a net capital viola- 
tion only as of March 31, 1970, while the NASD action was based on findings of such 
violations as of the month-end dates of March through July 1970. But the deficiencies in 
all instances were based on the same factor—the erroneous treatment of unsecured loans 
to Brier as an asset for net capital purposes. Moreover, our order was also based on 
findings of certain reporting violations not present in the NASD proceeding. 





IN THE MATTER OF 
THE APPLICATION OF 
ROTHSCHILD SECURITIES CORPORATION 


PAUL J. ADELSON 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-4812. Promulgated February 5, 1974 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Free-Riding and Withholding Interpretation 


Failure to Comply with Interpretation Respecting Transactions for Em- 
ployee of Another Broker-Dealer 


In proceedings for review of disciplinary action by registered securities as- 
sociation imposing fine on member and censures on member and a registered 
principal, association’s findings of violations of interpretations with respect to 
free-riding and withholding and with respect to giving written notice concern- 
ing accounts of employee of another broker-dealer, sustained, and review pro- 
ceedings dismissed. 


APPEARANCES: 


Rothschild Securities Corporation, by Robert S. Karger, President. 
Lloyd J. Derrickson and Dwight D. Keen, for the National Associa- 
tion of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Rothschild Securities Corporation, a member 
of the National Association of Securities Dealers, Inc. (“NASD”), 
and Paul J. Adelson, a registered principal, for review of disciplinary 
action taken against them by-the NASD. 

The NASD found that during the period July-December 1968, ap- 
plicants violated Section 1 of Article III of the NASD’s Rules of Fair 
Practice and the NASD Board of Governors’ Interpretation issued 
under that section with respect to Free-Riding and Withholding in 
connection with the firm’s participation in three public offerings of 
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securities.1 The NASD further found that during the period January 
1968-November 1970, the firm executed securities transactions for an 
employee of another member firm without using reasonable diligence 
to determine that such transactions would not adversely affect the 
other member, and that applicants thereby violated Sections 1 and 28 
of Article III of the NASD’s Rules.? The NASD fined the firm $3,000 
and censured both applicants on the free-riding and withholding 
charge, and censured both applicants on the charge relating to transac- 
tions for the employee of another member. 

The Free-Riding and Withholding Interpretation, which recited 
that members have an obligation to make a bona fide public distribu- 
tion, at the public offering price, of securities acquired by a participa- 
tion in any distribution, stated that the sale of any such securities to 
specified restricted accounts, including the accounts of persons associ- 
ated with the member or another broker-dealer or certain financial 
institutions, was a violation of Section 1 of Article III unless the 
member could demonstrate that the securities were sold to such other 
persons in accordance with their normal investment practice with the 
member and that the aggregate of the securities so sold was insubstan- 
tia] and not disproportionate in amount as compared to sales to mem- 
bers of the public.* 

The record shows that in July 1968 the firm received a participation 
of 875 shares in a public offering being made at an offering price of 
$15 per share, for which the initial market bids were $17-$18 per 
share, and that the firm sold 200 shares to each of two restricted ac- 
counts, or 45.7% of its participation, on which the purchasers had an 
aggregate potential profit of $800 based on the low bid price. In 
December 1968, the firm received a participation of 300 shares in 
another offering, this one at a public offering price of $30 per share, 
as to which the initial bids were $40-$42. The firm sold 75 shares each 
to the two restricted accounts, or 50% of the firm’s participation, on 
which the two accounts had a potential aggregate profit of $1,500 based 


1Section 1 of Article III requires the observance of high standards of commercial 
honor and just and equitable principles of trade. The Interpretation stated that a member 
participating in a public securities offering had an obligation to make a bona fide public 
distribution of the securities at the public offering price. 

2Section 28 provides that a member knowingly executing a securities transaction for 
the account of a person employed or associated with another member shall use reasonable 
diligence to determine that such execution will not adversely affect the interests of the 
other member, and that such obligation may be fulfilled by requesting and following cer- 
tain instructions from the other member. An interpretation of the NASD Board of Gover- 
nors states that the exercise of reasonable diligence required by the section is deemed 
to require that the executing member send written notice to the employer member that the 
executing member has or proposes to open an account in the name of a person associated 
with the employer member. NASD Manual, page 2109-3. 

3 NASD Manual, pp. 2039-2041. 
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on the low bid. Also in December 1968, the firm received a participa- 
tion of 1,600 shares in a third public offering, at an offering price of 
$9 per share, on which the initial bids were $11.50-$12.50. The firm 
sold 200 shares (or 12.5%) of this participation to one of the restricted 
accounts. Based on the low bid, the restricted account had a potential 
profit of $500 on this transaction. 

Applicants contend that any violations were not intentional but com- 
mitted inadvertently at a time when all securities firms were strug- 
gling to keep up with a heavy volume of business; that the total num- 
ber of shares allotted to the firm in each distribution and the number 
of shares sold in each case to a restricted account were so small as to 
make the use of percentages almost meaningless; that applicants did 
not deny the other member an opportunity to protect his interests in 
connection with his employee’s securities transactions because the em- 
ploying member authorized and knew about the employee’s transac- 
tions; and that the large fine and the censures are disproportionate to 
the seriousness of the violations. 

The free-riding and withholding interpretation and the concern 
which it reflects as to practices which contribute to artificial increases in 
securities prices by restricting the supply available to the general pub- 
lic have been the subject of repeated emphasis by the NASD and by 
us.* The applicant firm, which was no newcomer to the business, should 
have been aware of such matters. In any event, in determining whether 
the firm failed to comply with the interpretation, it is immaterial, ex- 
cept in connection with fixing the nature of the sanctions to be imposed 
in the public interest, whether it was aware it was violating the NASD 
rule.® 

Nor can applicants be absolved because the amounts allotted to the 
firm and the amounts sold to the restricted accounts were relatively 
small. On this basis the interpretation would not prevent free-riding 
and withholding in public offerings by a large number of underwriters 
and selling group members where the allotment to each participant 
often represents only a small portion of the total offering.® We agree 
with the NASD that the “disproportionate” test is a principal element: 
in the requirement that a public distribution be buna fide? and that 
this test should be measured against a member’s allotment.® On this 
basis, the firm’s sales to restricted accounts, representing 50%, 45.7% 
and 12.5% of its allotments, while relatively small in absolute amounts, 


4 Robert E. Meyers & Co., 45 §.E.C. 211 (1973) : Don D. Anderson & Co., Inc., 43 S.E.C. 
989, 992 (1968) ; First California Company, 40 S.BE.C. 768 (1961). 

5 Safeco Securities, Inc., 45 S.E.C. 303, 306 (1973). 

6 L. H. Rothchild € Co., 41 S.E.C. 729, 731 (1968). 

7 First California Company, 40 S.E.C. 768, 771 (1961). 

§8L. H. Rothchild € Co., 41 S.E/C. 729, 731 (1963). 





ROTHSCHILD SECURITIES CORPORATION, ET AL. 447 


were disproportionate in comparison with the amount offered to the 
public.® 

We find, as did the NASD, that the firm made sales of securities to 
restricted accounts in amounts which were disproportionate when 
compared to its sales to the general public. It would be immaterial if, 
as applicants assert, the firm had no real interest in the new issues and 
asked for allotments only as an accommodation to the clients who re- 
quested to do so. Participation in a public distribution by a dealer 
who does not intend to sell to the general public at the public offering 
price would be inconsistent with the purpose of the interpretation to 
assure a bona fide public offering.”® 

Nor can we find the $3,000 fine excessive or oppressive, having due 
regard to the public interest. Applicants have argued that no one was 
harmed and that the firm’s total commission involved in the three 
issues was about $500, part of which was paid to its salesmen. But the 
gravamen of the withholding charge is not a specific loss to particular 
investors or a profit to applicants, but the impairment of a free secur- 
ities market to the indirect or potential advantage of a firm.’ In 
this connection we note that the fine is approximately the amount of 
the aggregate premiums at which the securities could have been sold 
in the immediate aftermarket and is not disproportionate to such po- 
tential profits.?* 

Applicants do not deny that the firm executed securities transactions 
in accounts for an employee of another member firm and failed to 
send the other firm a written notice of such accounts. They assert, 
however, that a partner of the other firm had given the employee per- 
mission to open the accounts and to execute trades therein, In addition 
this partner had frequently reviewed with the employee the trans- 
actions in these accounts. This fact is reflected in a letter from the 
partner of the other firm to applicants, which was received after the 
NASD proceedings were instituted. The fact remains, however, that 
the applicant firm did not send a written notice to the other member, 
as required by the NASD interpretation. Accordingly, we find, as did 
the NASD, that this was a violation of Sections 1 and 28 of the NASD 
Rules. That the other member was aware of and apparently authorized 
the employee’s actions is a mitigating factor, which we believe has 


®In setting aside one finding of violation, NASD Board of Directors found that under 
all the circumstances an allocation to a restricted account of 50 shares, or 10% of a 
participation of 500 shares, was not disproportionate. While the difference between 10% 
and 12.5% is not great, we think this was a reasonable line of demarcation, and we 
have previously upheld a finding of a violation based on an allocation of 750 shares repre- 
senting 12.9% of a participation. Rentz € Company, Inc., 43 S.E.C. 436, 441 (1967). 

10 Robert E. Meyers & Co., supra, L. H. Rothchild & Co., 41 S.E.C. 729, 731 (1963). 

1 Rentz € Company, Inc., 43 S.E.C. 436, 443 (1967). 

12 Robert E. Meyers ¢ Oo., supra; L. H. Rothchild € Co., 41 S.E.C. 729, 731 (1963). 
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been appropriately reflected in the NASD’s imposing only a censure 
for this infraction. 

In the answer to the NASD District Committee complaint in this 
case, Adelson denied that he was personally involved in any of the 
public offerings or the sales to restricted accounts. He admitted, how- 
ever, that has was one of the registered principals of the firm, and 
neither before the NASD nor here has he disclaimed any supervisory 
responsibility in the areas of the public offerings and the transactions 
in the accounts of the employee of another member. Under the circum- 
stances we consider the record adequate to support the charges against 
him and the sanction of censure.'* 

Accordingly, IT IS ORDERED that the proceedings for review of 
the disciplinary action taken by the National Association of Securities 
Dealers, Inc. against Rothschild Securities Corporation and Paul J. 
Adelson be, and they hereby are, dismissed. 

By the Commission (Chairman Garretr and Commissioners Loomis 
and Evans), Commissioner Sommer not participating. 


13. We nevertheless consider that the NASD might have stated or developed the case 
against Adelson in a better manner, by presenting as part of its affirmative case specific 
evidence regarding his functions and responsibilities in the firm. Cf. Rentz &€ Company, 
Inc., 43 S.E.C. 436, 438 n. 4 (1967). 





IN THE MATTER OF 


THE APPLICATION OF 


PLAZA SECURITIES CORPORATION 
JAMES EVANS STOWERS 
FRANCIS JOSEPH RAW 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 3-4080. Promulgated February 14, 1974 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violation of Rules of Fair Practice 
Joining with Non-member in Distribution of an Issue of Securities 


Where member of registered securities association joined with a nonmember in 
the parallel underwriting of an issue of securities, held, conduct does not violate 
association rule based on statutory authority to prohibit members from dealing 
with nonmembers except on same basis as is accorded by members to general 
public, where member gave no concessions or allowances to non-members. Ac- 
cordingly, association’s disciplinary action against member and its principal 
officers set aside. 

Affiliation between association member and nonmember firms joining in a 
parallel distribution is not in itself a violation of association rule where member 
grants no concessions or allowances to nonmembers. 


APPEARANCES: 


Irving Kuraner, for Plaza Securities Corporation, James Evans 
Stowers and Francis Joseph Raw. 


Lloyd J. Derrickson and Dennis C. Hensley, for the National Asso- 
ciation of Securities Dealers, Inc. 


Martin Moskowitz and Barry S. Levine, for the Division of Market 
Regulation of the Commission. 


FINDINGS, OPINION AND ORDER 


Plaza Securities Corporation, a member of the National Association 
of Securities Dealers, Inc. (“NASD” or “Association”), and James 


45 S.E.C.—34——_10643 


246-829 0 - 79 - 30 
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Evans Stowers and Francis Joseph Raw, its principal officers, have 
applied to us pursuant to Section 15A(g) of the Securities Exchange 
Act for review of disciplinary action taken against them by the 
Association. 

The NAS) found that Plaza acting through Stowers and Raw had 
joined with J. E. Stowers and Company, a non-member broker-dealer, 
in the parallel distribution of the shares of Twentieth Century In- 
vestors, Inc., an open-end investment company, and that at least five 
persons (including Stowers and Raw) were concurrently associated 
with both Plaza and Stowers Co. The NASD further found that in 
these respects Plaza, Stowers and Raw had violated Sections 1 and 25 
of Article III of the NASD’s Rules of Fair Practice.1 The NASD 
thereupon censured all three respondents, assessed costs against them, 
and ordered Plaza suspended until it demonstrated that it was no 
longer in violation of Section 25 of the NASD Rules.” 

Twentieth Century began business in 1958. Investors Research Cor- 
poration (“TRC”) has been its investment adviser and Stowers Co, a 
principal underwriter of its shares since that time. Stowers and Raw 
have been officers and directors of all three since 1958, Stowers Co. had 
been a member of the NASD but resigned sometime prior to 1966. 
Plaza became a member of the NASD in 1965 at which time it was a 
wholly-owned subsidiary of IRC. In 1966 Plaza also became a prin- 
cipal underwriter of Twentieth Century shares and in 1968 it became 
a wholly-owned subsidiary of Stowers Co. All of Plaza’s business is 
in the investment company shares of Twentieth Century as to which 
it is a “parallel” distributor with Stowers Co. Each has entered into 
its own and separate Distributing Agreement with Twentieth Cen- 
tury. Stowers Co. offers the shares only to the public through its own 
sales force; Plaza offers the shares only through other broker-dealer 
members of the NASD. Neither firm sells any securities or grants 
any concessions or discounts to the other. Plaza and Stowers Co, are 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 25 provides in pertinent part: 

(a) No member shall deal with any non-member broker or dealer except at the same 
prices, for the same commissions or fees and on the same terms and conditions as are by 
such member accorded to the general public. 

(b) Without limiting the generality of the foregoing, no member shall: 

(1) in any transaction with any non-member broker or dealer, allow or grant to such 
non-member broker or dealer any selling concession, discount or other allowance allowed 
by such member to a member of a registered securities association and not allowed to a 
member of the general public ; 

(2) join with any non-member broker or dealer in any syndicate or group contemplating 
the distribution to the public of any issue of securities or any part thereof. 

2The application for review, pursuant to Section 15A(g) of the Act, operates as a stay 
of the NASD’s disciplinary action pending our action thereon. Applicants and the NASD 
filed briefs and our Division of Market Regulation filed a memorandum. Thereafter we 
heard oral argument on applicants’ behalf and on that of the NASD. 
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both controlled by Stowers.’ Twentieth Century, IRC, Stowers Co. and 
Plaza all have their offices at the same address. Plaza and Stowers Co. 
also utilize the same executive and clerical personnel, but each main- 
tains its own separate books and records. 

Applicants contend that the issue here is the validity of an NASD 
prohibition against parallel underwriting, in which an NASD member 
“joins” with a non-NASD member in the distribution to the public 
of the same issue of securities, and that this issue was decided against 
the NASD in our decision in National Association of Securities Deal- 
ers, Inc. (“the Aetna Case”).* In that case, in considering the validity 
of Section 25 of the NASD’s Rules of Fair Practice, particularly the 
prohibition of Section 25(b) (2) against members “joining” with non- 
member broker-dealers in a securities distribution, we held that the 
NASD has no authority to restrict its members from receiving con- 
cessions in their dealings with nonmember broker-dealers and can only 
prohibit members from giving nonmembers concessions not available 
to the general public. We thus concluded that the “joining” provision 
in Section 25(b) (2) “is not, properly interpreted, a flat prohibition 
against the member joining with a nonmember in a securities distribu- 
tion, but must be viewed merely as a restriction on the ability of 
members to give underwriting concessions and discounts to nonmem- 
bers not accorded to the public.” > We further specifically noted in a 
footnote that in view of this conclusion, it was permissible “for a 
member to recive any concession from a nonmember arising from so- 
called parallel underwritings (where an issuer distributes a security 
through both NASD member and nonmember underwriters)” and to 
allow “dual registration of representatives (where an associated per- 
son of a nonmember is employed by an NASD member to sell a security 
underwritten by the nonmember.” ° 

To recapitulate, under our decision in the Aetna case, it is now clear 
that an NASD member is not violating Section 25 merely by “joining” 
with a nonmember in the distribution of an issue, even where it re- 
ceives a concession or a discount from the nonmember and it has 
registered representatives who are dually registered with the non- 
member. Under the Aetna decision, to find a violation of Section 25, 
it must be found that the NASD member is giving a discount or con- 
cession to the nonmember not accorded to a member of the general 
public. We cannot find on the basis of the record in this case that 
Plaza is giving such a discount or concession to any nonmember 


3He owns 51% of Stowers Co.’s stock and 66% of IRC, which in turn owns another 
24% of Stowers Co. Stowers Co., as noted above, owns all of Plaza’s stock. 

444 §.E.C. 896 (1972). 

5 Id., at p. 900. 

67d., p. 902, n. 13. 
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broker-dealer, and accordingly, we must set aside the NASD’s finding 
of a violation of Section 25. 

The NASD argues that Aetna is not controlling here. It contends 
that the Aetna case did not deal with the situation in which two under- 
writers of an issue, one a nonmember and the other an NASD mem- 
ber, are affiliated, and that in the instant case Plaza, by virtue of the 
affiliation between it and Stowers Co., is indirectly through Stowers 
Co. doing what it could not do directly, i..—grant prohibited dis- 
counts or concessions to nonmembers. 

It is true that the situation of a parallel underwriting by affiliated 
NASD member and nonmember underwriters was not specifically re- 
ferred to in the Aetna decision, but it is also true that the statements 
in Aetna were not limited specifically to parallel underwritings by 
unaffiliated NASD member and nonmember underwriters. In any 
event, the fact that two or more broker-dealers are affiliated is not the 
primary question. Rather, the issue is whether two or more affiliated 
broker-dealers are using that affiliation in a manner which circum- 
vents Section 25. 

At the outset we note that the core of the NASD’s dispute with 
Plaza is that Plaza joined with a nonmember in the distribution of 
the same issue of securities, a charge which is clearly outside the 
NASD’s authority under the Aetna ruling. Thus, the complaint 
against Plaza charged that Plaza was a party to an agreement with 
Twentieth Century in which it joined with Stowers Co., a nonmember, 
in the distribution of Twentieth Century shares, and that such con- 
duct constituted a violation of Section 25. The decision of the NASD 
District Business Conduct Committee tracked the “joining” language 
of Section 25(b)(2) of the Rules and of the complaint by finding 
the arrangements between Plaza and Stowers Co. constituted an “un- 
permissible joining” under Section 25 and accordingly a violation of 
that rule. This finding was consistent with the NASD’s interpretation 
of the section prior to the Aetna decision. Thus, in a letter to Plaza’s 
counsel of May 19, 1966, the then Director of the NASD’s Investment 
Companies Department stated that since Plaza and Stowers Co. were 
both offering the same issue of securities, there was a “joining” by a 
member with a nonmember within the meaning of Section 25(b) (2) 
and that the same conclusion would be reached even it there were no 
ownership or other connection between the two. In a letter of October 3, 
1966, the then President of the NASD advised Plaza that the NASD 
Board of Governors in a forma] interpretation reached the same con- 
clusion as given by the NASD staff, namely that Plaza, a member, and 
Stowers Co., a nonmember, were “both offering the same issue of 
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securities and that there is, accordingly, an improper ‘joining’ within 
the meaning” of Section 25(b) (2).’ 

Upon Plaza’s appeal of the NASD District Committee decision to 
the NASD Board of Governors, the Board affirmed the District Com- 
mittee’s finding that Plaza and a nonmember “joined” in the distribu- 
tion of the investment company shares in violation of Section 25. The 
Board’s decision, however, included the additional statement that the 
end result of the arrangements was that Plaza was “joining with non- 
members and granting concessions to nonmembers.” This is the first 
reference in the NASD’s documents to the granting of concessions 
to nonmembers,® and there is no exposition or explanation of how 
any such concessions were granted. In fact, there is no evidence in the 
record made before the NASD that Plaza granted concessions to any 
nonmembers, and the Board of Governors’ finding on this point has 
no support in the record. 

In its brief in this proceeding, the NASD seeks to supply the miss- 
ing link by arguing that Stowers Co. is Plaza’s alter ego and is set up 
to do what Plaza is prohibited from doing (i.e.—grant concessions to 
nonmembers), and that whether or not Stowers Co. is presently doing 
so or has done so in the past is irrelevant since it is undisputed that it 
has the potential to do so. But even if we were to accept the argu- 
ment that Plaza is in the position to use Stowers Co. to accomplish 
something Plaza itself could not do, it is not enough to argue as the 
NASD does that Stowers Co. might grant concessions to nonmembers.® 
The fact is, insofar as the record shows, that Stowers Co. does not grant 
concess‘ons to other broker-dealers at all, since it deals with the public 
directly and only through its own sales force. It would be time enough 
to consider the possibility of a violation by Plaza based on concessions 
granted by Stowers Co. to nonmembers when and if it is shown that 
Stowers Co. is in fact granting such concessions.” 


7In his letter the NASD President also advised that Plaza could appeal the matter to 
us and that “otherwise [Plaza would] want to take the necessary steps to end the viola- 
tion.’’ Plaza promptly filed with our stafl a document entitled ‘“‘Application for Review” of 
the NASD interpretation. There is no formal procedure for this kind of review and no 
formal action was taken thereon by our staff. Plaza states that it was following the sug- 
gestion of the NASD President in filing its “appeal” and that subsequently it understood 
that the validity of the NASD’s interpretation of Section 25 was under consideration in 
the proceedings which culminated in the Aetna decision. 

8It may be significant that after the NASD District ‘Committee decision but before the 
Board of Governors decision, the ruling in the Aetna case was issued, making it clear that 
the granting of concessions to nonmembers is the sine qua non of a violation of Section 25. 
The Board of Governors decision, however, although issued in November 1972, made no 
reference to the Aetna ruling issued in June 1972. 

® This argument is apparently based on the fact that the distributing agreement between 
Stowers Co. and Twentieth Century permits Stowers Co. to sell the shares to other 
broker-dealers. 

10 Equally unpersuasive is the NASD’s counsel’s contention advanced at oral argument 
that compensation paid by Stowers ‘Co. to its own sales force might be considered con- 
cessions granted to nonmembers. 
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But there is an even more compelling reason for rejecting the 
NASD’s belated argument that this case presents a situation of im- 
proper concessions by a member to nonmembers. Under the Aetna deci- 
sion, the NASD has no authority to prohibit the mere joining in a 
parallel underwriting by a non-NASD member and an NASD mem- 
ber, since any concession received by the nonmember would come from 
the issuer and not from the member. Also, under the Aeéna decision 
the NASD has no authority to prohibit a member from receiving a 
concession from a nonmember, or, to put it the other way, no violation 
of the NASD rule is involved if a nonmember gives a concession to a 
member. Thus, without involving any violation of the NASD rule, 
Stowers Co. as a nonmember could itself directly grant concessions to 
NASD members joining with it in the distribution of Twentieth 
Century shares. Since Stowers Co. could do this directly, there is no 
impropriety in its doing it indirectly by having its wholly owned 
subsidiary, Plaza, an NASD member, give concessions to other NASD 
members. Neither Plaza, which is granting concessions only to other 
NASD members, nor the other NASD members who are receiving such 
concessions, are violating the NASD rule. 

Our Division of Market Regulation has filed a memorandum siat- 
ing that in its view the NASD has no authority to prohibit a y arallel 
underwriting arrangement involving unaffiliated independent NASD 
meinber and nonmember firms, but urging that the same analysis 
should not apply in the case of affiliated parallel underwriters where 
the substance of the arrangements creates an evasion or a “real threat 
of evasion” of legitimate NASD requirements. Without our undertak- 
ing at this time to describe what arrangements might constitute an 
evasion of legitimate NASD requirements, it suffices to state that we 
see no such situation under the circumstances of this case." 

In essence this case originated and was prosecuted as a part of 
the NASD’s policy, prior to the Aetna decision, to prohibit any join- 
ing in parallel underwritings by NASD members with nonmembers. 
The Aetna decision, however, now establishes that the NASD has no 
authority to bar the mere joining in a parallel underwriting.’? On the 


11A potential for evasion of the type feared by the Division would be more apparent 
in a situation where a nonmember firm would set up an NASD member subsidiary for the 
purpose of receiving through such NASD member subsidiary discounts or concessions from 
an NASD member underwriter—something which a nonmember is not supposed to receive 
from an NASD member. In the instant case, however, Stowers Co., the nonmember, has 
an NASD member subsidiary, Plaza, which is giving discounts to other NASD members— 
something which even Stowers Co. as a nonmember could itself do directly under the 
Aetna ruling. 

13 The NASD disagreed with our Aetna ruling and appealed it to the United States Court 
of Appeals for the District of Columbia Circuit. After the Board of Governors’ decision 
against Plaza, the Court of Appeals on November 1, 1973 affirmed per curiam and without 
opinion our action in the Aetna case. See Litigation Release 6144 (November 12, 1973), 
3 S.E.C. Docket 63. 
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basis of that decision and the record in this case, we cannot find that 
applicants’ conduct was in violation of Sections 1 and 25 of the 
NASD’s action and so we must set aside the NASD’s action. 

Accordingly, IT IS ORDERED that the above disciplinary action 
taken by the National Association of Securities Dealers, Inc. against 
Plaza Securities Corporation, James Evans Stowers and Francis Jo- 
seph Raw be, and it hereby is, set aside. 

By the Commission (Chairman Garrett and Commissioners Loomrs, 
Evans, and Sommer) ; Commissioner Potiack not participating. 





IN THE MATTER OF 


FIRST MINNEAPOLIS INVESTMENT CORP., ET AL 
File No. 3-4368. Promulgated February 14, 1974 


Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Practice and Procedure 
Amendments to Orders for Proceedings 


Motion to dismiss amended order for proceedings on ground that amendment 
had been obtained ex parte, denied, because passing on proposed amendments to 
staff pleadings is not an adjudicatory function. 

Where order for proceedings was amended ex parte, but amended order made 
an erroneous reference to the Rule of Practice relating to motions for amend- 
ment, such erroneous reference, held, inconsequential. 


APPEARANCES: 


Joan M. Fleming, of the Chicago Regional Office of Commission, 


for the Division of Enforcement. 
Frank R. Berman, of Berman & Lazarus, for Carrol P. Teig and 
Peter R. Super. 


MEMORANDUM OPINION AND ORDER 

Two respondents in these remedial broker-dealer proceedings under 
the Securities Exchange Act, Carrol P. Teig and Peter R. Super, move 
to dismiss our amended order for proceedings herein. The original 
order for proceedings alleged willful violations of the Exchange Act’s 
net capital requirements * and of the Federal Reserve Board’s Regula- 
tion T.? Lack of reasonable supervision was also charged.* The 
amended order repeats these allegations. But it also pleads some new 
matter. Unlike the original, it charges that the firm did business while 
insolvent and failed to disclose such insolvency to customers. Such 
nondisclosure is alleged to have been in willful violation of the anti- 
fraud provisions of the Securities Act ¢ and of the Exchange Act.® 
~~ 4 Section 15(c) (3) of the Exchange Act and Rule 15c3-—1 thereunder. 

712 CFR § 220.1, et seq., promulgated pursuant to Section 7(c) (1) of the Exchange Act. 

8 Section 15(b) (5) (E) of the Exchange Act. 


4 Section 17(a). 
5 Section 10(b) and our Rule 10b—5 thereunder. 


45 S.E.C.—34-——10644 
456 
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The amended order states that it was issued pursuant to Rule 6(d) 
of our Rules of Practice which provides that applications to amend 
orders for proceedings “may be granted, for cause shown . . . by 
the Commission at any time.” Movants say that in fact the amended 
order did not comply with the rule. They are quite right about that. 
The rule contemplates a motion by the Division on notice to the re- 
spondents with an opportunity for reply by them.® That did not 
happen here. The Division made no formal motion to amend. Instead 
it proceeded by way of an ex parte recommendation addressed to us 
in our administrative rather than in our quasijudicial capacity. Hence 
the reference to Rule 6(d) in the amended order was clearly erroneous. 

But it does not follow that the amended order is a nullity or that 
we erred in issuing it. Rule 6(d) is one way in which orders for pro- 
ceedings can be amended. But it is not the only way of doing so. 
Before hearings begin, ex parte recommendations by our staff to us 
are a legitimate alternative. Such ex parte contacts are grossly im- 
proper when we function as an adjudicatory body passing objectively 
and disinterestedly on contentions presented to us by our staff and by 
private parties on the basis of records that we review independently.’ 
But they are obviously essential when we function as administrators, 
making determinations as to whether proceedings should be instituted. 
Such determinations are necessarily based on materials submitted and 
recommendations made by our staff. At the preadjudicatory stage the 
prospective respondents have neither a constitutional nor a statutory 
right to be heard on the question of whether proceedings should be 
instituted. Comparable considerations apply to amendments adding 
new charges to prior orders. 

The staff could have recommended that we initiate a second proceed- 
ing against the respondents based on the insolvency charge. Respond- 
ents would have had no right to be heard on that. In view of the 
close nexus between the two cases, the staff could then have recom- 
mended ea parte that the second proceeding be consolidated with the 
first. We would have granted such request in the interest of economy 
and efficiency. And respondents would have had no right to be heard 
on the question.® 


® See Rule 12(c) of our Rules of Practice. 

™The Administrative Procedure Act provides that “An employee or agent engaged in the 
performance of investigative or prosecuting functions for an agency in a case may not in 
that or a factually related case, participate or advise in the decision, recommended de- 
cision or agency review . . . except as witness or counsel in public proceedings.” 5 U.S.C. 
§ 554(d). 

§ Siltronics Inc., 41 S.E.C. 658, 662-663 (1963) ; Atlantic Equities Company, 43 S.E.C. 
354, 366 (1967) ; “We reaffirm the views expressed in our prior rulings that in considering 
the institution of new proceedings and consolidation we were no longer acting in an 
adjudicatory capacity ... [and] that there was no constitutional or statutory prohibition 
of ex parte communications between us and the staff concerning the institution and 
consolidation. .. .”’ 
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Stripped to its essentials, the instant case is no different from the 
hypothetical case that we have just posed. The circuitry of the hypo- 
thetical case is lacking. But that is of no consequence. The initiation of 
two related proceedings and their subsequent consolidation is indistin- 
guishable from widening the scope of a single proceeding by 
amendment. 

Movants’ objection that “cause has not been shown permitting said 
amendment” verges on frivolity. The relationship between the new 
matter and the old is intimate. That it is in the public interest to dispose 
of all the issues raised in a single proceeding is clear. “Cause” for the 
amendment is therefore self-evident. 

Our primary concern in dealing with applications to amend is the 
possibility of prejudice to the respondents. We discern none here. Hear- 
ings have not even begun. Accordingly, the fullness of their opportu- 
nity to defend on the merits is unimpaired.° 

Accordingly, IT IS ORDERED that the motion to dismiss the 
amended order for proceedings be, and it hereby is, denied; and it is 
further ORDERED that respondents’ time to answer the new matter 
in the amended order for proceedings be, and it hereby is, extended up 
to and including the 28th day of February 1974. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Sommer) ; Commissioner PotLAck not participating. 


®In addition to opposing the instant motion on the merits, the Division cross-moved in 
the alternative pursuant to Rule 6(d), to amend the original order for proceedings. In view 
of our ruling on the main motion, we consider the cross-motion moot. 





IN THE MATTER OF 


A. J. WHITE & COMPANY 
ALLEN J. WHITE 
JAMES A. NOON 


File No. 3-4390. Promulgated February 15, 1974 
Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Prior Criminal Prosecution 
Res Judicata 

Collateral Estoppel 
Election of Remedies 


Prior criminal prosecution, held, no bar to subsequent administrative proceed- 
ings based on the same occurrences because issues in the two cases are not the 
same and because Commission’s resort to one of its powers under the Act does 
not preclude resort to others. 


APPEARANCES : 

Willis H. Riccio, of the Boston Regional Office of the Commission, 
for the Division of Enforcement. 

J. Joseph Nugent, of Nugent & Nugent, for A. J. White & Co., 
Allen J. White and James A. Noon. 


MEMORANDUM, OPINION AND ORDER 
I. 


A. J. White & Co., a registered broker-dealer, Allen J. White, its 
president, and James A. Noon, its vice-president, move to dismiss these 
remedial proceedings against them under the Securities Exchange 
Act. The motion is grounded on the contention that the doctrine of res 
judicata bars the proceedings. The Commission’s Division of Enforce- 
ment asserts that movants’ position is fallacious. Accordingly, it op- 
poses the motion. We agree with the Division and shall therefore enter 
an order denying the motion. 


45 S.E.C.—34——10645 
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II. 


Movants say that the issues raised in these proceedings have already 
been passed upon by the United States District Court for the District 
of Rhode Island. They maintain that: 

(A) A ten-count indictment previously returned against them in 
that court made allegations identical with those in the order that ini- 
tiated the instant proceedings. 

(B) The court dismissed the indictment in toto as against the firm.* 

(C) Nine of the ten counts against the individual respondents were 
also dismissed.? 

(D) With respect to the remaining count against them, the individ- 
uals, who were defendants there and who are respondents here, pleaded 
guilty.® 

(E) “Quasi-judical proceedings to determine issues already pres- 
ented to and determined by a U.S. District Court, as contemplaced 
here, are unnecessarily duplicitous [sic], undermine the need for 
finality to litigation, and force additional burdens of anxiety, time and 
expense upon the alleged wrongdoers.” 

(F) The criminal proceedings were based on an investigation made 
by our staff, which led us to refer the matter to the Department of 
Justice with a recommendation for criminal prosecution. 


(G) Commission is bound by its alleged election to proceed in a 
criminal rather than in an administrative forum. 


aa. 


The issues here are not the same as those in the criminal] case.* There 
the issues were: (1) Was it clear beyond a reasonable doubt that re- 
spondents had in fact done that which the indictment charged and, 
if so, was their state of mind such as to sustain criminal convictions? ® 


1 The moving papers are silent as to the grounds on which the court acted. 

2 Here again, the moving papers fail to disclose the reason for the result. 

3 The moving papers are silent as to the sentence imposed. 

‘For an earlier suit to preclude a later one, the issues in the two causes must be the 
same. See, e.g., Sunshine Coal Oo. v. Adkins, 310 U.S. 381, 402 (1940). Hence, as pointed 
out in Lawlor v. National Screen Service Corp., 349 U.S. 322, 327-328 (1955) : ‘‘That both 
suits involved ‘essentially the same course of wrongful conduct’ is not decisive. Such a 
course of conduct—for example, an abatable nuisance—may frequently give rise to more 
than a single cause of action.” 

5 No showing of an intention to violate the law need be made in order to support a find- 
ing of ‘‘willfulness’’ in an administrative proceeding under the Exchange Act. It is 
sufficient that the person charged with the duty knows what he is doing. Hughes v. 8.H.C., 
174 F. 2d 969, 977 (C.A.D.C., 1949) ; Shuck v. 8.H.0., 264 F. 2d 358, 363 (C.A.D.C., 
1958) ; Tager v. 8.H.C., 344 F. 2d 5, 8, (C.A. 2, 1965) ; Gearhart ¢€ Otis, Inc. v. 8.E.C., 
348 F. 2d 798 (C.A.D.C., 1965). Although it appears that a similar reading should be 
given to the word “willfully” when it appears in Section 24 of Exchange Act authorizing 
criminal prosecutions, (see, e.g., United States v. Benjamin, 328 F. 2d 854, 863 (C.A. 2, 
1964), Cert. denied, 377 U.S. 953 (1964) (actual knowledge unnecessary even in criminal 
case) ; United States v. Sussman, 37 F.Supp. 294, 296 (E.D. Pa., 1941)), it has been 
suggested that “It is conceivable . .. that ‘willfully’ means something less in § 15(b) 
than it does in the penal provisions of the S.E.C. acts... .’’ 2 Loss, Securities Regulation 
1309 (2d ed. 1961) (Footnotes omitted). See also 5 id. 3867-33873 (1969 supp.). 
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and (2) If the preceding questions be answered in the affirmative, 
what, if any, criminal law sanctions (imprisonment or fine) are war- 
ranted? Here the issues will be (1) Are the allegations in the order 
for proceedings established not beyond a reasonable doubt as in a 
criminal prosecution, but by a preponderance of the evidence? *® (2) 
Should those allegations be so established, is it in the public interest 
to bar respondents from the securities business or do the circumstances 
indicate that a suspension would be appropriate? and (3) if neither 
bar nor suspension be deemed appropriate, is censure nevertheless 
called for? 

Because of these basic differences in the requisite quanta of proof 
and in the nature of the relief available in the two forums, the crim- 
inal dismissals on which respondents lay such great stress have no 
bearing here.’ Nor do the individual respondents’ convictions as to the 
count to which they chose to plead guilty bar the instant proceedings. 
Indeed, the Exchange Act makes those convictions an express ground 
for remedial administrative action by this Commission.’ Of course, the 
convictions do not mandate administrative sanctions. They do, how- 
ever, bring to the fore the question as to whether in view of them the 


*See M. V. Gray Investments, Inc., 44 S.E.C. 567, 575 (1971) ; Norman Pollisky, 43 
8.E.C. 852, 861 (1968), see also the discussion of this point in an earlier opinion in the 
Pollisky case, 43 S.E.C. 458, 459 (1967) ; James De Mammos, 43 S.E.C, 333, 337 (1967), 
affirmed without opinion sub nom, De Mammos y. S.E.C., Docket No. 31649 (C.A. 2, 
October 13, 1967) ; Underhill Securities Corporation, 42 S.E.C. 689, 695 (1965). 

7 That would be so even if the criminal proceeding had been terminated by acquittals 
after trial, Sidney Leavitt, 45 S.E.C. 206, 209, n. 9 (1973). A prior criminal proceeding often 
bars a subsequent one founded on the same occurrences. This is so because the Fifth Amend- 
ment commands that no person shall “for the same offense’ be twice put in jeopardy of 
life or limb and because of the policy in favor of repose on which the common law pleas 
of autrefois acquit and autrefois convict were based—a policy embodied in the doctrine 
of res judicata. But administrative proceedings under the Securities Exchange Act are not 
penal. They are remedial. See Wright v. S.E.C., 112 F. 2d 89, 94 (C.A. 2, 1940) ; Pierce v. 
S.E.C., 239 F. 2d 160, 163 (C.A. 9, 1956) ; Associated Securities Corp. v. S.H.C. 283 F. 2d 
773, 775 (C.A. 10, 1960) ; Blaise D’Antoni € Associates, Inc. v. 8.E.C. 289 F. 2d 276, 277 
(C.A. 5, 1961), rehearing denied, 290 F. 2d 688 (C.A. 5, 1961) ; NV. Sims Organ € Oo. Inc., 40 
S.E.C. 578, 577 (1961) ; aff'd, 293 F. 2d 78, 80-81 ('C.A. 2, 1961), cert denied, 368 U.S. 
968 (1962). The rationale of the remedial-penal distinction was explained by the Supreme 
Court in Flemming v. Nestor, 3863 U.S. 603, 613-614 (1960) and in De Veau v. Braisted, 
363 U.S. 144, 160 (1960). 

The Flemming opinion said : 

“In determining whether legislation which bases a disqualification on the happening of 
a certain past event imposes a punishment, the Court has sought to discern the objects 
on which the enactment in question was focused. Where the source of legislative concern 
can be thought to be the activity or status from which the individual is barred, the 
disqualification is not punishment even though it may bear harshly upon one affected. 
The contrary is the case where the statute in question is evidently aimed at the person or 
class of persons disqualified.” 

And in De Veau the Court explained that: 

“The question in each case where unpleasant consequences are brought to bear upon an 
individual for prior conduct, is whether the legislative aim was to punish that individual 
for past activity, or whether the restriction of the individual comes about as a relevant 
incident to a regulation of a present situation, such as the proper qualifications for a 
profession.” 

8 Sections 15(b) (5) (B) and 15(b) (7). 
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public interest calls for such sanctions.® To resolve that question, 
among others, we initiated the instant proceedings that respondents 
now seek to abort. 


IV. 


Movants’ suggestion that there has been some sort of a binding elec- 
tion of remedies is no better founded than their res judicata conten- 
tions.?° As our predecessors said on this point some years ago: 


“The Securities Acts expressly empower us to refer evidence of violations 
to the Attorney General™ ... Congress has vested both .. . powers [i.e., 
the power to refer to the Attorney General and the power to conduct admin- 
istrative proceedings] in us in order to achieve the statutory aims of safe- 
guarding investors. Neither the statutory text nor its legislative history sug- 
gests that the exercise of one of those powers shouid preclude or call for 
withholding or deferring exercise of the other. The fact that we have referred 
evidence to the Attorney General does not mean that we are incapable of 
weighing all of the evidence . . . in our quasi-judicial capacity.” ” 


The heart of the matter is this. In the law of crime the courts’ juris- 
diction is exclusive. It is for them—and them alone—to pass on crim- 
inal charges. And only they can mete out criminal penalties. But they 
have no power to bar someone from the securities business or to affect 
his capacity to engage in it. That power is vested solely in us.’* And 
the considerations by which we must be guided in exercising it differ 


from those that govern in criminal cases." 


® The facts of the particular cases that have come before us have sometimes led us to 
answer this question in the negative. See e.g., F. H. Winter ¢ Co., 11 S.E.C. 122 (1942) 
and Norvin T. Harris, Jr., 29 S.E.C. 519 (1949). 

10 Of. Brown, Barton & Engel, 40 S.E.C. 1038, 1040-1041 (1962) : 

‘We have repeatedly held that... an injunction... may support revocation ... when 
the nature of the acts enjoined and the circumstances under which the injunction was 
obtained are such as to indicate that revocation is in the public interest.” 

1 At this point a footnote cited Section 20(b) of the Securities Act; Section 21(e) 
of the Securities Exchange Act; Section 18(f) of the Public Utility Holding Company 
Act; Section 321 of the Trust Indenture Act; Section 42(e) of the Investment Company 
Act; and Section 209(e) of the Investment Advisers Act. 

12 Clinton Engines Corporation, 41 S.E.C. 408, 413 (1963). 

13 Qur exercise of it is reviewable in the appellate courts. But Section 25(a) of the 
Act provides that ‘The finding of the Commission as to the facts, if supported by sub- 
stantial evidence, shall be conclusive.”’ 

14 Of. Foelber-Patterson, Inc., 12 S.B.C. 330, 336 (1942) : 

“We do not believe that the failure of the grand jury to indict, even on the basis of 
evidence similar to that produced in this proceeding, can affect our determination whether 
the public interest requires denial. It... is not our purpose here to visit punishment or 
reward. The term ‘public interest,’ as it occurs in regulatory statutes, gains its mean- 
ing from the content and purpose of those statutes. United States v. Lowden, 308 U.S. 
225 (1939). In its instant context, this standard requires us to weigh the evidence of 
past conduct of an applicant to determine whether the over-the-counter securities markets 
should be thrown open to him, and the safety of customers entrusted to him. If, on the 
basis of the record before us, we are compelled to conclude that an applicant should not 
be permitted to engage in the over-the-counter securities business, it is our statutory 
duty to deny registration. No findings by a grand jury (even if its determination not to 
indict can be so characterized) can alter our duties under the Act. When... a record 
developed before us necessitates a finding of willfull violation of the Act, and indicates 
that it is affirmatively in the public interest to deny registration, we cannot temper that 
conclusion with any considerations except those which, under the statute, bear on the 
possibility of future honesty.” 
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Nevertheless, movants say that our invocation of one of those two 
powers precludes resort to the other. Were that so, anomalous results 
would follow. A criminal conviction under the securities statutes 
would create a vested right to stay in the securities business? free 
from any bothersome inquiries by us or by our staff.° And indeed, 
according to movants, a mere reference by us to the Attorney General 
for possible criminal prosecution produces the same result. Congress 
intended no such bizarre results. And neither the Constitution nor legal 
principle requires them.%? 


V. 


In view of the foregoing, we deny the motion in all respects. 

By the Commission (Chairman Garrertr and Commissioners 
Loomis, Evans and Sommer) ; Commissioner Poniack not participat- 
ing. 


18 As has been noted, the statute is based on a quite different premise. See Richard N. 
Cea, 44 S.E.C. 8, 25 (1969). 

16 Compare Kamen & Company, 43 S.E.C. 97, 108 n. 17, where in rejecting a conten- 
tion ‘“‘that the fact that the Commission obtained an injunction against them constituted 
an ‘election’ which bars us under the doctrines of double jeopardy and res judicata, from 
taking any action against them in these administrative proceedings based on the same 
activities,” we said that “... [T]he Exchange Act provides several parallel and compatible 
procedures for the attainment of its objectives, and the use of more than one avenue is 
permissible. The injunctive and administrative remedies we have pursued in this case... 
serve different purposes, one to restrain further sale of . . . stock in violation of the 
antitrust provisions of the securities acts, and the other to determine whether the... 
[respondents] should be barred from or restricted in their activities in the securities 
business. An injunction rather than a barrier to administrative action is made an express 
and distinct ground for further remedial action under Sections 15(b) (5) (C) and 15(b) (7) 
of the Exchange Act. A. G. Bellin Securities Corp., 39 S.E.C. 178, 186 (1959) ; see also 
Lile & Co., Inc., 42 S.E.C. 644, 669 (1965).” 

17 Movants argue that “It is now accepted that both res judicata and collateral estoppel 
can be applicable to decisions of administrative agencies acting in a judicial capacity.” 
That may well be so. But it has no bearing on the instant motion. This is our very first 
decision of a judicial character in this matter. Our prior determinations to refer evidence 
to the Attorney General and to initiate these proceedings were purely administrative. 
Hence the situation here is altogether different from the one with which the Court of 
Appeals for the Sixth Circuit dealt in Tipler v. HE. I. du Pont de Nemours &€ Co., Inc., 443 
EF. 2d 125 (1971). Respondents’ citation of that case in this context is most puzzling. 
There the court had to consider the impact of a prior administrative finding of fact 
made quasi-judicially on a subsequent civil action in the federal courts based on the same 
occurrence. And even there the court refused to apply either the res judicata or the col- 
lateral estoppel doctrine. It said at page 128 of 443 F. 2d (the very page to which movants 
direct us): ‘Neither collateral estoppel nor res judicata is rigidly applied. Both rules are 
qualified or rejected when their application would contravene an overriding public policy 
or result in manifest injustices” and then went on to decide (again on that very same page) 
that “Despite the possible applicability of these doctrines to administrative decisions, in 
the instant action it would be inappropriate to apply either.’’ (emphasis added) 





IN THE MATTER OF 


THE APPLICATION OF 


TANENHAUS & COMPANY, INC. 
IVOR TANENHAUS 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-4046. Promulgated February 15, 1974 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Recordkeeping Requirements 
Acceptance of Securities Despite Inability to Make Payment 


In proceedings for review of disciplinary action taken by registered securities 
association, association’s findings that member and its president, in violation of 
association’s rules of fair practice, failed to keep accurate and current certain 
books and records, and accepted delivery of securities from other broker-dealers 
despite inability to pay for them, and sanctions imposed by association including 
expulsion of member and bar of president from association with any member in 
principal or supervisory capacity, sustained. 


APPEARANCES: 


Joseph B. Corpina, of Schneider & Baratta, for applicants. 
John F. Mylod, Jr., for the National Association of Securities 
Dealers, Inc. 
FINDINGS, OPINION AND ORDER 


These are applications pursuant to Section 15A(g) of the Securities 
Exchange Act by Tanenhaus & Company, Inc., a member of the Na- 
tional Association of Securities Dealers, Inc. (“NASD”), and Ivor 
Tanenhaus, the member’s president, for review of disciplinary action 
taken against them by the NASD. 

The NASD found that the member, acting through Tanenhaus and 
its treasurer, failed to comply with the recordkeeping requirements of 
our Rule 17a-3 under the Exchange Act and thereby violated Article 


45 S.E.C.—34——10647 
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III, Sections 1 and 21(a) of the NASD’s Rules of Fair Practice.? It 
found that Tanenhaus and the treasurer thereby violated Section 1.? 
In addition, the NASD found that applicants violated Article III’s 
Sections 1 and 18,* in that the member, in connection with four trans- 
actions, accepted delivery of securities from other broker-dealers upon 
an implied representation that it was in a position to consummate such 
transactions when in fact, by reason of its financial condition, it did 
not make payment and delivered the securities to other broker-dealers 
from whom it received payment. The NASD expelled the member, 
permanently barred Tanenhaus from association as a principal or in 
any supervisory capacity with any member of the NASD and sus- 


pended his registration for 30 days, censured both applicants, and 
assessed costs. 


Recordkeeping Violations 


The NASD found that as of January 26, 1970, the member’s secu- 
rities position record had not been posted since December 15, 1969, 
and that on the last posting date, there were numerous discrepancies 
between that record and subsidiary records such as customer ledger 
accounts, fail records, and trading accounts. Applicants admit these 
violations of the recordkeeping requirements. 


Nonpayment for Securities 


The facts underlying the NASD’s fraud findings are substantially 
undisputed. On January 16, 1970, the member bought 700 shares of 
stock of Sanders Career Schools from two other broker-dealers for 
$9,625. Settlement date was January 23. On January 30, the shares 
were delivered to the member, apparently by mail. On the same day 
it delivered 700 shares of Sanders stock to other broker-dealers. The 
certificates delivered included at least 600 of the shares received by 
the member that day.* By February 5, the broker-dealers which bought 
the 600 shares had made payment for them to the member, in the 
amount of $8,575. However, the member did not pay the selling broker- 
dealers on January 30, when it received delivery, nor on February 5. 
Payment was not made until March 16, and then only after the seller 
of 600 shares had brought suit. 

So much is undisputed.® The critical issue, on which the parties are 
in disagreement, is whether the member’s failure to make prompt pay- 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. Section 21 requires that books and records 
be kept in compliance with applicable regulations. 

2The treasurer has not sought review of the NASD’s action against him. 

3 Section 18 prohibits the use of fraudulent devices in effecting transactions. 

4The parties disagree—and the record is not clear—as to whether the remaining 100- 
share certificate received by the member on January 30 was delivered out. As we read the 
NASD’s decision, however, this factor does not go to the gravamen of its conclusions. 

5 The NASD concedes in its brief that there were three transactions—not four as stated 
in its findings—which were not consummated by prompt payment. 


246-829 0 - 79 - 31 
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ment for the securities following delivery was due to financial in- 
ability to pay for them. It is well established that “the conduct of a 
securities business involves implied representations of solvency and a 
readiness and ability to meet all attendant obligations as they arise 
and to consummate transactions in the usual manner in accordance 
with trade custom.” ® In light of that principle, the NASD could 
properly find that if the member was unable to meet its obligations 
at the time the shares were delivered, its acceptance and redelivery or 
retention of the shares constituted a fraudulent course of conduct. 

At the initial NASD hearings applicants offered no explanation 
for the member’s failure to make prompt payment for the Sanders 
shares, At a subsequent hearing on appeal to the Association’s Board 
of Governors, applicants’ counsel testified, presumably on the basis 
of information supplied by Tanenhaus, that nonpayment was inad- 
vertent and was attributable to back office problems with which the 
member was then struggling. He further testified, however, that on 
February 3 or 4 Tanenhaus became aware that “this stock was in the 
house.” At that time, Tanenhaus, being apprehensive that the mem- 
ber would not receive payment which was already overdue on a large 
transaction (the Eldridge transaction described below), called firms 
with whom the member had executed trades to ask if they would agree 
to take back the stock or would “still want to be paid, in view of any 
pending problems.” According to the testimony, the seller of the 100 
shares of Sanders stock agreed to wait for payment, but the s ‘er of 
the 600 shares, which had a claim for over $8,000, insisted on immedi- 
ate payment. As noted, payment was not made. 

We are satisfied from our review of the record—though that record 
lacks the clarity which would be desirable—that the NASD’s finding 
of inability to pay is supported by the record viewed as a whole. ‘The 
record shows that the member encountered financial problems as a 
result of an unusual transaction involving one Joe Eldridge. In mid- 
December 1969, Eldridge, a stranger to applicants, placed an order 
with the member for shares of one issuer for an amount totaling some 
$500,000. According to Tanenhaus, he “checked out” Eldridge with 
the issuer, which advised him that Eldridge represented the Bank of 
the Bahamas, with that bank, and with a New York bank to which the 
confirmations were to be sent. By late December and early January 
1970 the stock purchased by the member for Eldridge was “pouring 
in,” and the member was required to pay the selling broker-dealers, 
but its efforts to obtain payment from Eldridge proved unsuccessful.’ 

6 Ferris & Oo., 39 S.E.C. 116, 119 (1959). See also the other cases cited there. The 
Ferris case, like this one, involved transactions with other broker-dealers. 


7 Those efforts included sending two employees to the Bahamas in an attempt to collect 
from Eldridge. 
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The member was able to cancel part of the purchases, for about 
$150,000. In about mid-January, when by Tanenhaus’s admission the 
member’s financial situation was “tight,” Tanenhaus was advised, ap- 
parently by Eldridge , to ship the shares on hand with draft attached 
to a Canadian bank for payment. At that point, Tanenhaus was “filled 
with trepidation” and hoping against hope.” About F ebruary 5, after 
Eldridge had first requested Tanenhaus to accept other securities in 
payment, he advised Tanenhaus that he had made payment, but on 
about February 11, the Canadian bank returned the securities because 
Eldridge had paid for them with a bad check. The member’s local 
bank immediately cancelled a loan of some $100,000 which it had 
extended pending payment for the securities. 

While the collapse of the Eldridge transaction effectively terminated 
the member’s business life, the consequences of its financial problems 
began to manifest themselves somewhat earlier. During the course of 
an examination in late January, an NASD examiner determined that 
the member had a net capital deficiency of more than $105,000 as of 
December 31, 1969. On January 28, two days before it accepted deliv- 
ery of the Sanders shares, the member, in a letter to the NASD, con- 
firmed an agreement with the Association to cease doing a securities 
business, except for liquidating long and short positions and receiving 
and delivering against payment on open fail items. The letter referred 
to findings of the NASD’s staff that the firm was out of compliance 
with capital requirements not only on December 31, 1969, but also as 
of January 23, 1970. Under the letter’s terms, Tanenhaus agreed to 
raise an additional $35,000 in capital to be subordinated to the claims 
of creditors, and not to resume business until the member had adequate 
capital and was in compliance with applicable rules. As noted, such 
resumption was not to be. In May 1970, the member filed a petition for 
an arrangement with creditors under Chapter XI of the Bankruptcy 
Act. 

Applicants claim that as of January 30 the member had available 
more than sufficient funds to pay the amounts due on the Sanders 
shares. Even if that was the case, however, its obligation to pay those 
amounts cannot be viewed in isolation from the member’s overall 
financial situation. In our judgment, the circumstances we have de- 
scribed warrant the inference that the member was unable to meet its 
total obligations as of that date and that nonpayment for the three 
transactions was due to such inability. The member’s admitted finan- 
cial straits, the fact of nonpayment—a matter of utmost seriousness 
in the securities business—and the request for forbearance coupled 
with continued nonpayment when the request was rejected by the prin- 
cipal seller, all point to that conclusion. 
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Accordingly, we sustain the NASD’s findings as to the three 
transactions.® 


Public Interest 

Applicants contend that the sanctions imposed by the NASD are 
excessive. They assert that there was no intention on their part to vio- 
late any rules or to cheat anyone. They point out that the NASD’s 
fraud findings involve three isolated transactions on which full pay- 
ment was subsequently made, and they note that the NASD’s decisions 
fail to refer to such payment. Applicants assert that the recordkeep- 
ing violations were attributable to an increase in the volume of busi- 
ness and they state that they took various measures to cope with the 

problems. In addition, applicants state that they have not been the 
sibject of prior disciplinary proceedings and they urge that Tanen- 
haus has already been sufficiently penalized as a result of a self-imposed 
suspension from the securities business for a period of about nine 
months when he assisted the member’s receiver, without compensa- 
tion in winding up the members’ business, and as a result of these 
proceedings. 

We agree with the NASD’s assessment of the violations here as 
serious. While there is considerable appeal in certain of the mitigating 
factors presented by applicants, we cannot say that the principal sanc- 
tion imposed, the exclusion of Tanenhaus from association with a 
member in a principal or supervisory capacity, is excessive or oppres- 
sive, with due regard to the public interest, in light of conduct—in- 
cluding the manner in which the Eldridge transaction was handled— 
which casts serious doubt on his ability to act responsibly in those 

capacities.° 

Accordingly, IT IS ORDERED that the proceedings for review of 
disciplinary action taken by the National Association of Securities 
Dealers, Inc. against Tanenhaus & Company, Inc. and Ivor Tanenhaus 
be, and they hereby are, dismissed. 

By the Commission (Chairman GaArvsrr and Commissioners 
Loomis, Evans and Sommer); Commissioner Pottack not par- 
ticipating. 

8 We find no merit in applicants’ contention that we must set aside the NASD’s fraud 
findings because it found that the violations occurred during the period from December 31, 
1969 to January 28, 1970, when in fact there could have been no violation prior to January 
80, the date on which the securities were delivered to the member. Applicants do not 
claim that the complaint, which referred to the period from ‘at least’? December 31 to 
“at least’? January 28, did not give them appropriate notice of the violations charged. 
(The reference to a period of almost a month in the complaint is attributable to the 
fact that various other violations were charged. Those charges the NASD dismissed.) 
While the initial NASD decision, which the Board of Governors affirmed, did not include 
the “at least” terminology, the violations found are clearly identified. In these circum- 
stances, the fact that those violations fell just outside the designated period is immaterial. 

® While the NASD purported to bar Tanenhaus “permanently” from working in the 


specified capacities, we do not understand this to preclude him from applying to the NASD 
at a future time for permission to be so associated. 





IN THE MATTER OF 
TOUCHE ROSS & COMPANY 
File No. 3-4437. Promulgated February 25, 1974 
Securities Act of 1933 


FINDINGS, OPINION AND ORDER 


Information furnished to the Commission in a non-public investiga- 
tion into the affairs and financial reporting of U. S. Financial, Inc. 
(“USF”)? for the period 1959 to 1972 indicated that financial reports 
issued by USF and filed with the Commission including the annual 
financial statements for the years ended 1970 and 1971 were false and 
misleading. Touche Ross & Co. (“Touche”), a partnership engaged 
in the practice of public accounting, certified the annual financial 
statements for those years. 

It appears that as part of a scheme to mislead the public by pub- 
lishing false financial statements reflecting fictitious earnings, USF 
and certain of its officers, directors and associates intentionally de- 
ceived Touche by making untrue representations and by furnishing 
false information in connection with its audits. The Commission has 
instituted legal proceedings against these parties.” 

Any such deception, however, did not relieve Touche of its re- 
sponsibility to perform its audits in conformity with generally ac- 
cepted auditing standards. The information furnished to the Commis- 
sion indicated that Touche’s conduct of the 1970 and 1971 audits in a 
number of respects did not meet the professional standards required 
of public accountants who practice before the Commission. 

Such information indicated that Touche failed to obtain sufficient 
independent evidentiary material to support its professional opinion 
in regard to a number of highly material transactions which were con- 
structed by management in such a way as to make it appear that in- 


1Prior to 1969, USF was engaged in the development, construction and sale of single 
family residential homes and home sites. During 1969, 1970 and 1971, USF’s reported in- 
come was derived primarily from real estate financing and the development and sale of 
multiple family and commercial real estate projects. USF’s common stock was listed on the 
New York Stock Exchange on December 29, 1970 and was delisted on December 10, 1973. 

4 Securities and Exchange Commission v. U.S. Financial, Inc., et al., 74 Civil 92-S 
(S. D. Cal., February 25, 1974). 


45 S.E.C.—33——_5459 
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come had been earned when in fact it had not been. In connection with 
these transactions it also appeared that Touche failed to fully appraise 
the significance of information known to it and to extend sufficiently 
its auditing procedures under conditions which called for great profes- 
sional skepticism. These transactions resulted in USF improperly rec- 
ognizing millions of dollars of revenues and profits in 1970 and 1971. 

Touche has submitted to the Commission a waiver of the institution 
of formal administrative proceedings under Rule 2(e) and has con- 
sented to the entry of an order containing certain findings, conclusions 
and remedial sanctions. 

Under the terms of Touche’s waiver and consent, Touche, solely for 
the purpose of settlement of this matter, and without admitting or 
denying any violations, and without admitting or denying any fact 
except for the purposes of this settlement, consented, among other 
things, to the entry of an appropriate order. 

After due consideration of the consent and upon the recommenda- 
tion of our staff, we have determined that it is appropriate in the public 
interest to accept the consent. 

The Commission believes that the responsibilities of independent 
public accountants are an essential part of our capital market system, 
which is based upon investor confidence in the reliability and fairness 
of financial statements. Any lack of diligence and professionalism on 


the part of independent auditors seriously erodes confidence in the 
financial reporting of public companies and tends to impair the func- 
tioning of the capital and trading markets with the result that our 
- economy as a whole may suffer. By the acceptance of this consent, 
which includes the following findings describing the facts and audit- 
ing deficiencies discovered as a result of our staff investigation, the 
Commission hopes to reduce the likelihood of similar future cases.’ 


The 1970 Audit 

In the 1970 audit, Touche permitted USF to record profit on two 
major transactions where the evidence available to Touche should have 
indicated that no profit in fact had been earned. 


Burnham Management Corp. 

On August 27, 1970, USF purportedly sold three properties to Burn- 
ham Management Corp (“BMC”) for $5,399,000 and recognized profit 
of $550,000 from the transaction. The letter agreement which covered 
the sale committed USF to use its best efforts to secure permanent 
financing on the properties for BMC and to pay certain underwriting 
costs upon BMC’s syndication of the properties. Furthermore, the 
agreement provided that upon final documentation, which was not pre- 
pared and executed, USF was to deliver to BMC USF’s guarantee that 


3 Our findings are not binding upon any persons against whom proceedings may be 
brought as a result of the investigation. 





TOUCHE ROSS & COMPANY 471 


BMC would suffer no loss from operations of the properties. The agree- 
ment was also subject to an addendum which provided BMC with an 
absolute guarantee against loss from ownership of the properties and 
a commitment by USF to complete construction of the properties. The 
terms of this agreement made the recognition of profit on the transac- 
tion improper in that as a result of the terms of the agreement and ad- 
denum USF had not shifted the risk of loss to BMC. 

Shortly after year-end, BMC requested USF to take back the pro- 
perties or find other buyers pursuant to a verbal “put” agreement 
entered into with BMC by Robert Walter (“Walter”), chief execu- 
tive officer of USF. In response, USF “found” two buyers who were 
actually nominees of USF and one of whom assumed BMC’s interest 
with funds provided by USF. 

In connection with its review of the BMC transaction, Touche was 
aware that the final documentation was not prepared and executed. 
Although Touche was delivered a copy of the above addendum with a 
confirmation letter from BMC, Touche failed to examine or review the 
addendum. In addition, Touche did not pursue the implications of the 
post year-end disposition of the properties by BMC. On the basis of 
the information in its working papers, Touche should have refeused to 
permit the recognition of profit on this transaction. Additional investi- 
gation would have developed further evidence as to the impropriety 
of the transaction. 


Grubb & Ellis—Gribben 

In late December 1970 a series of related agreements was entered 
into with Grubb & Ellis, Inc., an independent real estate enterprise, and 
with Walter P. Gibben. (“Gribben”). Grubb & Ellis purchased certain 
properties from USF for $13.2 million, resulting in a book loss of 
$532,000 to USF. Grubb & Ellis prepaid $855,000 interest on this trans- 
action which was treated as deferred income on USF’s books. USF 
leased the properties back for two years and retained Grubb & Ellis to 
manage them for that period. At the same time, USF purportedly sold 
to Gribben, actually a USF nominee, its leasehold interest in the prop- 
ties for $855,000 and recorded income in this amount. To cover Grib- 
ben’s $855,000 check dated December 31, 1970, USF paid $855,000 to 
Gribben on January 4, 1971 allegedly to purchase Gribben’s interest 
in the Grubb & Ellis management agreements which interest Gribben 
never owned. 

Touche did not obtain documentation to warrant the inclusion in 
USF’s financial statement of Gribben’s purported purchase of the 
lease interest. No confirmation was obtained from Grubb & Ellis to 
support Gribben’s purported ownership of the management agree- 
ments or his participation in the transaction. There was no confirma- 


8a See Accounting Series Release No. 95, December 28, 1962. 
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tion from gribben concerning his purported purchase of the lease. The 
only independent documentation supporting Gribben’s purported pur- 
chase was his $855,000 check to USF. Touche was aware of but did not 
attach appropriate significance to USF’s $855,000 payment to Gribben. 
Touche relied on a written representation of the principal financial 
officers of USF that Gribben was independent and on misleading ex- 
planations of Walter and John B. Halverson (“Halverson”) USF’s 
executive vice president,‘ that the USF—Grubb & Ellis—Gribben 
transaction represented a complex transaction meant to satisfy every- 
one’s tax objectives (which objectives were unspecified) and consti- 
tuted an inseparable unit not susceptible to separate analysis. 

Had Touche penetrated this transaction rather than having placed 
reliance upon management’s representations as to its purpose, the 
evolving pattern of manufacturing profits would have been evident at 
an earlier stage. 


The 1971 Audit 


Circumstances surrounding the commencement of Touche’s 1971 
audit of USF should have caused it to approach the audit with the 
highest degree of skepticism. In October 1971, at the time Touche was 
prepared to commence the audit, Touche was terminated by USF, 
which then engaged Haskins & Sells (“H&S”). On January 21, 1972, 
Walter terminated H&S, and on the following day USF re-engaged 


Touche. In addition, Touche’s experience on the 1970 audit indicated 
that USF was increasingly dependent on a relatively small number of 
large and complex transactions to achieve its income goals. It was also 
aware that management was aggressively seeking income to meet stated 
growth objectives. 

In connection with the audit, Touche discovered that USF had 
structured a number of year-end transactions to give the appearance of 
income when in fact the income from these transactions could not 
properly be recognized in 1971. Touche required USF to defer $13 
million of profits which reduced its previously calculated unaudited 
net income by nearly 60%. 


4In December 1971, Halverson became USF’s president and chief operating officer. 

5A report of USF’s Audit Committee submitted to the Board of USF in mid-February 
1972 stated: ‘2. The January 1972 termination of HS was motivated in part by the 
inability of HS to complete the 1971 audit by the end of February, in part by an incom- 
patibility which developed between management and HS and in part by potential dis- 
agreements as to matters of accounting principles. 3. The potential disagreements as to 
accounting principles between the management of USF and HS involved the question of 
when income should be recognized by USF in the following types of transactions: (a) 
Commissions, fees, and financing-type income received in cash by USF in 1971 from joint 
ventures or partnerships in which USF had an interest, where the cash received by USF 
came out of money loaned by USF. (b) Gains, profits and commissions income received 
by USF in 1971 where USF’s profit or gain was represented at the end of 1971 by notes 
rather than cash, or where USF had a continuing cash investment in the transaction or 
had a contingent obligation to supply funds.’”’ Touche received a copy of the Audit Com- 
mittee Report shortly thereafter. 
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The circumstances should have required Touche to extend substan- 
tially its auditing procedures in respect to the remaining transactions 
and to regard management representations with extreme care. Under 
such conditions, it is the Commission’s view that Touche should have 
given closer consideration to criteria for revenue recognition includ- 
ing evidence of the purchaser’s financia] strength, effective control of 
the properties, control of the buyer by the seller and uncertainty as to 
the amount of costs to be incurred by the seller. While Touche did pre- 
pare a checklist with which to review USF’s real estate transactions, 
the guidelines on the checklist, including a question regarding the 
source of funds received by USF from such transactions, were not con- 
sistently applied in evaluating the transactions. 

Among the fraudulent real estate transactions on which USF im- 
properly recognized revenue and profits in 1971 were the following: 


Palm Springs Mobile Country Club (‘““PSMCC”) 


On March 26, 1971, USF sold PSMCC to National Community 
‘Builders (“NCB”) for $5,750,000 in a “swap” transaction whereby 
USF also bought property from NCB. Because of the “swap,” of which 
Touche was aware, USF could not recognize the $1.9 million net profit 
realized on the sale in the first quarter of 1971. In an effort to perfect 
such profit, however, on April 13, 1971, USF caused NCB to sell 
PSMCC to TSL, Inc. (“TSL”),° a USF nominee of which Gribben 
was nominal owner, and USF then improperly recognized these 
revenues and profits in the second quarter of 1971. 

TSL, on December 31, 1971, sold PSMCC to Carlsberg Resources 
Corp. (“Carlsberg”) which had the right to “put?” PMSCC back to 
TSL. At Carlsberg’s insistence, USF guaranteed TSL’s performance 
under the agreement. Carlsberg had 120 days to examine the PSMCC 
property and books and decide whether to put the property back to 
TSL. In a separate agreement, USF agreed to guarantee Carlsberg a 
cash flow of $105,000 per annum on the property in the event the put 
was not exercised. 

It is the Commission’s view that Touche should have determined 
from the evidence available that TSL was in fact a nominee of USF 
without independent economic substance.’ Such a determination would 


* USF could direct NCB to sell PSMCC to a buyer chosen by USF for the same sales 
price of $5,750,000 pursuant to the March 26, 1971 sales agreement. 

7 Touche knew that a $375,000 note given by TSL to NCB as part of TSL’s down pay- 
ment for the purchase of PSMCC was paid with a $375,000 advance by Walter to TSL, that 
the stock of PSMCC secured TSL’s debt to USF, assumed from NCB in connection with 
TSL’s purported purchase. that under a management agreement USF was obligated to pay 
all operating expenses of PSMCC, and that TSL assumed BMC’s “interest” in two of the 
three properties purportedly sold to BMC as described above. Touche also had in its 
possession TSL’s unaudited balance sheet as of December 31, 1971, which showed that all 
of TSL’s assets were acquired from USF and all of TSL’s liabilities were owed to USF. 
Touche did not obtain TSL’s income statement. 
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have led to the conclusion that no profit should have been realized on 
the transaction since a put option to TSL remained outstanding on the 
property at the date the auditor’s opinion was signed.® 


Coastal Land Corporation (“CLC”) 


On December 27, 1971 USF sold certain mobile home parks to CLC 
for approximately $19.2 million, receiving approximately $1.9 million 
cash and the remainder in long-term notes. USF improperly recog- 
nized approximately $3 million in profit in 1971 from the sale. USF 
had acquired the parks from Boise Cascade Corp. (“Boise”) in Sep- 
tember 1971 purportedly “in-trust” for CLC pursuant to a Septem- 
ber 10, 1971 agreement between CLC and USF which was contingent 
upon closing prior to year-end 1971, On November 24, 1971 USF 
and CLC purportedly rescinded the September 10 agreement (but for 
one park which was syndicated to certain of USF’s officers and direc- 
tors) because of CLC’s purported inability to obtain the cash down 
payment.°® 

CLC thereafter obtained the requisite $1.9 million cash down pay- 
ment through a loan in that amount from Union Bank of California, 
San Diego. The loan was nominally guaranteed by Bayview Invest- 
ments (“BI”), a Walter nominee, but was actually secured by Walter’s 
pledge of 80,000 shares of USF stock. 

In connection with Touche’s audit of the CLC transaction, Touche 
made extensive inquiries as to the source of CLC’s $1.9 million down 
payment because of the following concerns Touche had regarding 
CLC’s affiliates’ other transactions with USF: that CLC was owned 
by Richard W. Arneson, Jr., (“Arneson”); that Arneson together 
with Dennis P. Hill (“Hill”) were the nominal owners of A~H Prop- 
erties (“A-H”), which entity was indebted to USF as of November 
1971 in the amount of approximately $15.2 million and was in default 
on such debt; that A-H and USF were involved in a $4.5 million sale 
and lease-back transaction whereby A-H sold to and leased-back from 
USF the land underlying certain A-H properties in December 1971 7° 
to partially fund the elimination of A—H’s delinquent secured debt 
and certain unsecured “advances” from USF; and that USF had given 
A-H a guarantee against loss from operations and other expenses until 


§In any event, Touche did not contact Carlsberg to determine the likelihood of the 
“put” being exercised but relied upon Walter’s representation that exercise of the ‘“‘put’’ 
was highly unlikely after April 15, 1972. Touche issued its certificate on April 21, 1972, 
at about the same time that Carlsberg indicated its intention to put PSMCC to TSL. 

®The November 24 rescission letter was a fiction created by Walter at year-end and 
back dated to support Walter’s claim that USF be allowed to recognize the $1 million 
commission paid USF by Boise in connection with the transaction as income rather than 
a reduction in cost basis, which sum USF improperly recognized in the third quarter of 
1971, and that USF be allowed to recognize an additional $3 million in sale income as 
a result of the December 27, 1971 purported resale to CLC. 

10The properties were sold to Equity Investment Corp., predecessor of A-H, a 35%- 
owned USF affiliate, on December 31, 1969. Arneson and Hill purportedly purchased Equity 
Investment Corp. from that company stockholders in April 1970. 
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80% occupancy was reached on the properties, which had not been 
accomplished as of the 1971 audit. 

Because of Touche’s concern that CLC’s down payment might have 
been funded indirectly by USF through A-H, Touche determined 
that Union Bank had loaned the funds to CLC, and that the loan was 
guaranteed by an unnamed corporation (BI) which purportedly used 
its undisclosed credit sources to support the guarantee. A Touche 
representative stated during the Commission’s investigation that 
Touche’s concurrence with the recordation of the profits “realized” 
from the transaction was conditioned on a negative determination of 
“no direct or indirect involvement” in the CLC Loan by USF, its 
officers or directors. 

Touche requested from USF certain financial information concern- 
ing CLC and A-H but was informed by Walter that such information 
was not available. Touche did not contact Union Bank to inquire 
whether USF or any of USF’s officers or directors were directly or in- 
directly involved in the CLC loan. Touche requested from Arneson a 
representation that USF and its affiliated persons were not “directly 
or indirectly involved.” Arneson stated in a written representation 
that USF’s officers “were not directly involved.” While Arneson failed 
to disclaim in writing any indirect involvement, Touche’s representa- 
tive felt assured from his concurrent conversation with Arneson that 
there was also no indirect involvement. Touche received a representa- 
tion letter from counse] to the unnamed corporate guarantor of the 
CLC loan (BI) which stated that the unnamed corporation had un- 
disclosed beneficial owners (who were in fact Arneson and Hill) whom 
counsel refused to identify to Touche, and that the corporation used its 
credit sources as a basis for its guaranty, which credit sources were not 
identified. Touche further received from Walter an intentionally false 
and misleading written representation intended to deceive Touche that 
“neither USF ... nor any affiliated persons have guaranteed, either 
directly or indirectly any obligation of CLC.” Touche relied upon the 
above representations and concurred in USF’s profit recognition from 
the CLC transaction. 

It is the view of the Commission that had Touche’s confirmation pro- 
cedures included a direct inquiry to Union Bank and had Touche in- 
sisted upon knowing the identity of the corporate guarantor, it is likely 
that Walter’s involvement in the loan would have come to light— 
despite Walter’s express representations to the contrary. 


Relationship with Predecessor Auditors 


As previously noted, Touche succeeded H&S in the 1971 audit. 
During the course of Touche’s audit it reviewed some of H&S’s work 
papers prepared during the course of the latter’s brief engagement, but 
in the view of the Commission communication between the firms was 
not as complete as it should have been. When one auditor succeeds 
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another, be it on the same engagement or on a different one, it is im- 
portant that the successor obtain access to and carefully review the 
results of the predecessor’s work. In most instances, this will entail 
some review of the predecessor’s work papers. In other instances, it 
may require discussions with those responsible for the predecessor’s 
work. If a client refuses to permit such discussions, such a refusal 
should constitute a reason for rejecting the engagement. It is essential 
that both the successor and the predecessor be fully advised of the 
reasons surrounding the termination and the new engagement, of any 
questions raised or problems encountered in the audit by the termi- 
nated firm, and of any other relevant circumstances, so that the public 
interest that the accounting profession is supposed to protect will be 
properly served. No one’s interests are served by one independent ac- 
countant not revealing information known to it which may bear upon 
the work of another independent accountant who is examining finan- 
cial statements which are destined to be disseminated to the public or 
filed with the Commission. As the Commission has previously pointed 
out, the public accountant’s first duty is to safeguard the public in- 
terest, not that of his client.*% 


Summary 


While it appears that Touche was deliberately misled in many re- 
spects by USF’s management in the course of the 1970 and 1971 audits, 


‘Touche’s failure in a number of respects to conduct these engagements 
in accordance with generally accepted auditing, standards makes 
Touche responsible for certifying financial statements which proved 
to be materially false and misleading." As the Commission stated in its 
report on McKesson & Robbins, Inc.: 


“. . . We believe that . . . [with respect to] examinations for corporations 
whose securities are held by the public, accountants can be expected to detect 
gross overstatements of assets and profits, whether resulting from fraud or 
otherwise. We believe that alertness on the part of the entire [audit] staff, coup'ed 
with intelligent analysis by experienced accountants of the manner of doing 
business, should detect overstatements in the accounts, regardless of their cause, 
long before they assume the magnitude reached in this case. Furthermore, an ex- 
amination of this kind should not, in our opinion, exclude the highest officers of 
the corporation from its appraisal of the manner in which the business under 
review is conducted. ... [W]e feel that the discovery of gross overstatements 
in the accounts is a major purpose of ... and audit... .” 


10a See, e.g., In the Matter of McKesson & Robbins, Inc., Accounting Series Release No. 
19 (1940). 

11 As stated in the AICPA’s recently issued Statement on Auditing Standards § 110.05 
(1973), which was substantially a restatement of existing practice, in making an ordinary 
examination, the auditor must be alert to and recognize “the possibility that fraud may 
exist’ and that fraud, “if sufficiently material, may affect his opinion on the financial 
statements. . . .”” Accordingly, “his examination, made in accordance with generally ac- 
cepted auditing standards, gives consideration to this possibility,” even though the 
ordinary examination is not ‘“‘primarily or specifically designed” to detect fraud. The failure, 
therefore, to conduct an examination in accordance with generally accepted auditing 
standards means that the auditor is responsible for his failure to detect fraud when 
such failure results from a departure from auditing standards. 

13JIn the Matter of McKesson & Robbins, Inc., Accounting Series Release No. 19 (1940). 
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Although Touche’s San Diego, California, office was primarily re- 
sponsible for the audits in question, Touche partners from other offices, 
including the national office, also participated in and were consulted 
with respect to certain aspects of the audits. They also planned and 
supervised a review of certain USF audit programs and working 
papers, as well as the findings, conclusions and accounting principles 
to be followed. While every firm is responsible for the opinions issued 
by any of its partners, the involvement in this case of other partners 
and offices of Touche, as is customary and expected of a national ac- 
counting firm, emphasizes that the firm as a whole must share the 
responsibility. 

In accepting the offer of settlement, the Commission has considered 
the fact that Touche, with one exception noted below, has not previ- 
ously been subject to disciplinary or enforcement proceedings insti- 
tuted by the Commission and that the one exception 7* arose out of 
conduct which occurred in connection with financial statements for 
the year 1947. In accepting Touche’s undertaking to adopt certain pro- 
cedures to strengthen its existing ones, the Commission does not con- 
template that they will encompass steps which are other than required 
by generally accepted auditing, standards. Rather, Touche and the 
Commission contemplate that these procedures will improve Touche’s 
ability to carry out its responsibility to exercise due professional care 
in the conduct of its future engagements. While we do not believe that 
any form of procedure can ever be a substitute for the kind of healthy 
skepticism which a good audit requires, we anticipate that these proce- 
dures will materially aid in the performance of the firm’s responsibil- 
ity.* In this connection, our order will specifically direct Touche to 


13 In the Matter of Touche, Niven, Bailey & Smart, 37 S.E.C. 629 (1957). 

14“TDue professional care’ requires the exercise of a “critical review at every level of 
supervision of the work done and the judgment exercised by those assisting in the examina- 
tion.” AICPA Statement on Auditing Standards, supra § 230.02. As previously described 
in the CPA Handbook : 

“On the negative side of care there is the avoidance of negligence and the kind of 
laziness that is satisfied with a task only partly done or performed by rote in a reverie 
more appropriate to an assembly bench than to an audit examination. On the positive side 
there are the requirements that each person engaged in an examination must be aware 
of the purpose of what he is doing, must understand and perform with mental alertness, 
inquisitiveness, and a sense of responsibility, even those tasks which may appear to be 
routine, and must respond diligently by further inquiries or examinations to circumstances 
indicating them to be necessary. The auditor should carry out his examination with an 
attitude of healthy skepticism which seeks corroboration of explanations offered for 
matters that have aroused questions in his mind, particularly when those explanations 
come from persons who could have personal reasons for diverting further inquiry. Care 
is required even when personal acquaintanceship with the client or its einployees and 
their unquestioned reputation in the community for the highest standards of righteous- 
ness and probity, may appear to justify complete reliance on them. In such cases it is 
desirable to keep three facts in mind: 

1. An independent examination is a check on representations of management however 
honest and competent that management may be, and reliance on managerial virtues 
is not a check. 

2. Banks sometimes make character loans, but there is no such thing as a character 
audit. 

3. Defalcations are nearly always perpetrated by old and trusted employees of good 
reputation.” 

Wilcox, “Professional Standards,” CPA Handbook, Vol. I, Chapter 13, pp. 11-12 
(American Institute of Accountants, 1952). 





478 SECURITIES AND EXCHANGE COMMISSION 


strengthen its procedures so that all future audit engagements will 
include a specific review to determine any private involvement of the 
management and other related persons in corporate transactions re- 
flected in financial statements under examination. Fundamental] to 
financial reporting is the assumption that financial statements reflect 
the results of arm’s-length bargaining between independent parties. 
The presence of transactions between affiliates inevitably raises ques- 
tions as to the meaningfulness of the resulting information. Further, as 
is apparent in this case, it should raise broader questions as to the reli- 
ability and completeness of the information being provided. It is for 
this reason, among others, that the Commission has long required that 
transactions which involve persons related to the management of a 
filing, corporation be specifically disclosed to the Commission and public 
investors.” 

In reviewing significant transactions, it is not enough for auditors 
to accumulate documents relating to the transactions. It is critical 
that an analysis be made of transactions and all of their ramifications, 
including any involvement management or persons acting for man- 
agement may have in such transactions. It is equally insufficient to 
obtain negative assurances that no such involvement is present if at 
the same time all of the details are not known as to the various trans- 
actions in question. Thus, for example, when an accountant becomes 
aware that a party to a transaction has received a guarantee or some 
other form of assurance which may relieve him of some risk of loss, it 
is critical that the accountant not only receive assurances that such 
guarantee does not involve members of management, but also that he 
obtain information concerning the nature and extent of the guarantee, 
as well as the identity of the guarantor. It is only when armed with 
that information the accountant may properly evaluate whether or not 
the transaction, including the guarantee, will be properly reported. 

In view of the above findings, the Commission concludes that Touche 
engaged in improper professional conduct. 


* * * * * * * 


Under the terms of its offer of settlement, Touche, ‘without admitting 
or denying the Commission’s findings and solely for the purpose of 
settlement, consented to the entry of an order embodying the follow- 
ing sanctions. 

Accordingly, IT IS ORDERED that proceedings pursuant to Rule 
2(e) of the Commission’s Rules of Practice be, and they hereby are, 
instituted against Touche Ross & Co. 


15 See, for example, Item 20 of Form S-1, requiring disclosure of the interests of manage- 
ment and others in certain corporate transactions. 
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IT IS FURTHER ORDERED that, subject to the terms and con- 
ditions provided in the offer of settlement Touche Ross & Co., be, and 
it hereby is: 

A. Censured by the Commission. 

B. Required to adopt, maintain and comply with procedures 
which shall be submitted to the Commission for its review and 
approval within thirty (30) days after the date hereof, to pre- 
vent future violations of the federal securities laws, which 
procedures shall provide, among other things, as a means of 
strengthening Touche’s procedures: 

(1) That in all audit engagements specific review shall be 
made which is designed to determine the management’s direct 
or indirect involvement in material transactions which are 
included in the financial statements; 

(2) For the formulation and implementation of qualita- 
tive office review procedures requiring periodic review at 
least once every two years of all Touche offices under the con- 
trol and supervision of Touche’s national staff to evaluate 
and ensure the quality of the audit engagements of such 
offices. 

C. In order to ascertain that Touche is conducting its profes- 
sional practice in compliance with paragraph B above, an investi- 
gation, which shall be conducted at the expense of Touche, shall 
be conducted by the Commission in accordance with methods and 
procedures adopted or approved by it by the use of members of the 
profession in public practice selected or approved by the Chief 
Accountant of the Commission or, at its option, by use of quali- 
fied professional accountants drawn from its own staff. Provided, 
however, that in those instances where persons conducting the 
aforesaid investigation are not members of the Commission’s staff 
such persons (who shall be given a copy of these Findings, Opin- 
ion and Order and Consent) shall hold in confidence the fact that 
such persons are engaged in such investigation as well as all in- 
formation, books, papers, records, documents or other materials 
obtained and/or utilized during the course of such investigation 
and relating to the clients, procedures, systems or methods of 
Touche. The report of investigation, in those instances where the 
investigation is conducted by persons other than members of the 
Commission’s staff, shall be submitted to the Commission only and 
shall be the sole property of the Commission and shall be main- 
tained in the Commission’s non-public investigative files. Nothing 
herein is intended in any way to alter or amend the powers or 
jurisdiction of the Commission. 
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D. For a period of twelve (12) months after the date of this 
order, Touche’s San Diego, California, branch office will not ac- 
cept or undertake any new professional engagement which can be 
expected to result, within twelve (12) months from the date of 
such engagement, in filings, submissions or certifications with the 
Commission. For the purpose of such offer of settlement, “new 
professional engagement” is defined to mean an engagement en- 
tered into after five (5) days subsequent to the effective date of 
this order between Touche’s San Diego, California, branch office 
and any person or corporation subject to the disclosure require- 
ments of the Securities Act of 1933, the Securities Exchange Act 
of 1934, the Investment Company Act of 1940, the Investment 
Advisers Act of 1940, the Trust Indenture Act of 1939 and the 
Public Utility Holding Company Act of 1935. Nothing herein 
shall be construed to affect the right or obligation of Touche’s 
San Diego, California, branch office during this twelve (12) 
month period to perform its normal functions and services for 
existing clients (including activities requiring filings, submis- 
sions or certifications with the Commission), or to undertake en- 
gagements for new clients which cannot be expected to result, 
within twelve (12) months from the date of such engagement, in 
filings, submissions or certifications with the Commission. 

E. Touche will not accept or undertake any new professional 
engagement of any client whose business, revenues and net profit 
(loss) is materially derived from real estate development or sales, 
including financing’ related thereto, as defined herein, which en- 
gagement can be expected to result, within twelve (12) months 
from the date of such engagement, in filings, submissions, or certi- 
fications with the Commission until the Chief Accountant of the 
Commission is satisfied that adequate audit guides and programs 
for application have been adopted, including appropriate testing 
thereof as applied to audits. For the purposes of such offer of 
settlement, “new professional engagement” is defined to mean an 
engagement entered into after five (5) days subsequent to the 
effective date of this order between Touche and any person or 
corporation subject to the disclosure requirements of the Securi- 
ties Act of 1933, the Securities Exchange Act of 1934, the Invest- 
ment Company Act of 1940, the Investment Advisers Act of 1940, 
the Trust Indenture Act of 1939 and the Public Utility Holding 
Company of 1935. For the purposes of such offer of settlement, 
“any client whose business revenues and/or net profit (loss) is 
materially derived from real estate development, or sales, includ- 
ing financing related thereto,” is defined to mean any client at least 
twenty-five (25) percent of whose gross revenues or pre-tax net 
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profits (losses) were derived from real estate development or 
sales, including financing related thereto, within two (2) of the 
preceding three (3) fiscal years. Nothing herein shall be con- 
strued to affect the right or obligation of Touche during this 
twelve (12) month period to perform its normal functions and 
services for existing clients (including activities requiring filings, 
submissions or certifications with the Commission), or to under- 
take engagements for new clients which cannot be expected to 
result, within twelve (12) months from the date of such engage- 
ment, in filings, submissions or certifications with the 
Commission. 

F. The Commission shall retain jurisdiction of this matter 
pending final receipt of a report of investigation referred to in 
paragraph C above and thereafter for either the taking, if neces- 
sary, of appropriate action to ensure compliance, including but 
not limited to the re-opening of these proceedings for the imposi- 
tion of such other and further relief as may be required under the 
circumstances, or the approval of the report and termination, on 
notice, of this proceeding. 

By the Commission (Commissioner Potiack not participating). 


246-829 0 - 79 - 32 








IN THE MATTER OF 


GRIFFITH C. LINDQUIST 


doing business as 


LINDQUIST SECURITIES 
File No. 3-1789. Promulgated March 22, 1974 
Securities Exchange Act of 1934 


ORDER OF THE COMMISSION 


In these broker-dealer proceedings under the Securities Exchange 
Act, the administrative law judge concluded, among other things, that 
the broker-dealer registration of Griffith C. Lindquist, doing business 
as Lindquist Securities, a sole proprietorship, be revoked, and that 
Lindquist be barred from association with any broker or dealer. 

The Administrative law judge found that, during the period from 
April to July 1967, respondent willfully violated the registration pro- 
visions of Sections 5(a) and 5(c) of the Securities Act and the anti- 
fraud provisions of Section 17(a) of that Act and Section 10(b) of the 
Exchange Act and Rule 10b-5 thereunder in the offer and sale of stock 
of North American Research and Development Corporation.’ In addi- 
tion, he noted that the respondent was subject to injunctions entered 
by the United States District Court for the Southern District of New 
York on the basis of a complaint filed by this Commission. The Court 
preliminarily enjoined respondent on February 21, 1968 from violating 
Sections 5(a) and 5(c) of the Securities Act in connection with the 
offer and sale of North American stock, and on the basis of a default, 
permanently enjoined respondent on March 14, 1972 from violating 
those provisions and antifraud provisions of the securities acts.’ 

We granted respondent’s petition for review which excepted to the 
initial decision “on the ground that the evidence fails to substantiate 
that the violations by Lindquist were willful,” and on the further 


1 During the period in question the name North American Research and Development 
Corporation was changed from its former name of Utah Fortuna Gold Company. 
28.E.0. v. North American Research and Development Corp., et al., 67 Civ. 3724. 
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ground that the sanctions are “excessive in the light of the peripheral 
participation by respondent Lindquist in this entire transaction.” 

Although our order granting review provided for the filing of a 
brief in support of the petition within a specified time, no brief has 
been filed by respondent. The petition for review makes no showing 
which would preclude a summary affirmance of the administrative 
law judge’s initial decision under Rule 17(d) of our Rules of Prac- 
tice.? We see no reason to disturb the findings of fact, the conclusions 
of law and the revocation and bar sanctions against respondent con- 
tained in that decision. Hence we affirm it as to respondent. In view 
of this affirmance we deny the request for withdrawal of respondent’s 
broker-dealer registration filed after the institution of these 
proceedings. 

Accordingly, IT IS ORDERED that the initial decision in these 
proceedings as to Griffith C. Lindquist, doing business as Lindquist 
Securities be, and it hereby is, affirmed; and it is further 

ORDERED that the request for the withdrawal of the broker-dealer 
registration of Griffith C. Lindquist, doing business as Lindquist 
Securities be, and it hereby is, denied; that the aforesaid broker- 
dealer registration be, and it hereby is, revoked; and that Griffith C. 
Lindquist be, and he hereby is, barred from being associated with 
any broker or dealer. 

By the Commission (Commissioners Loomis, Evans and SoMMER) ; 
Chairman Garrett and Commissioner Potiack not participating. 


3Rule 17(d) provides that we may summarily affirm an initial decision where a 
petition for review does not make a reasonable showing that (1) a prejudicial procedural 
error was committed; or (2) the initial decision embodies (a) a clearly erroneous finding 
or conclusion of material fact, (b) an erroneous legal conclusion, or (c) an important 
exercise of discretion or decision of law or policy which the Commission should review. 





IN THE MATTER OF 
FIRST DETROIT SECURITIES CORPORATION, ET AL. 
File No. 3-4896. Promulgated March 27, 1974 
Securities Exchange Act of 1984 


BROKER-DEALER PROCEEDINGS 


Practice and Procedure 
Intervention 

Leave to be Heard 
Statements of Views 
Public Interest Groups 
Counsel Fees 


Motion by a “public interest organization” of investors for leave to intervene 
or in the alternative for leave to be heard in broker-dealer proceeding for pur- 
pose of expressing its views as to any proposed settlement and offering sugges- 
tions for making the securities laws more effective and reimbursing injured 
investors, denied, because of applicant’s failure to show that such intervention 
would be likely to elucidate the issues or serve the public interest. 

Commission has no general equity power to grant counsel fees. Hence it can- 
not award them to intervenors in Exchange Act proceedings. 


APPEARANCES: 


Mark T. Loush, of the Detroit Branch Office of the Commission, 
for the Division of Enforcement. 
I. Walter Bader, for the Independent Investor Protective League. 


MEMORANDUM OPINION AND ORDER 
I 


The Independent Investor Protective League (“League”) which 
states that it is a “public interest organization of investors who have 
banded together for their mutual protection,” ! seeks to intervene in 
this remedial broker-dealer proceeding under the Securities Exchange 
Act. 

Our Division of Enforcement opposes the motion. To begin with, 
it points out that the moving papers have not been served on the 


1 The League is unincorporated. 
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parties, as required by Rule 23(a) of our Rules of Practice. We agree 
with the Division that this is enough in itself to require that the 
motion be denied. But our decision to deny the League’s motion does 
not rest on that ground alone.? We agree with the Division that no 
showing has been made that would warrant leave to intervene. 

The only provision of our Rules of Practice under which the League 
can conceivably be entitled to intervene is Rule 9(e).* Under that 
rule, the burden is on the League to show that its “participation as a 
party will be in the public interest.” The sole statement in the League’s 
two-page application addressed to this question is as follows: 


“. .. [T]he participation of the Applicant as a party herein would serve 
the public interest in that any proposed settlement of this matter could be 
considered not only from an administrative point of view but from the point 
of view of a ‘public interest’ organization. In addition there could be sug- 
gestions made which would insure that practices of this kind would not 
only be effectively terminated but that the members of the public victimized 
would be reimbursed for their losses.” 


We may assume that it would often be in the public interest to per- 
mit organizations which represent the public, or some concerned seg- 
ment of the public, to participate in administrative proceedings where 
an issue which is of importance to the public or to the interest which 
they represent, is to be decided. This broker-dealer proceeding, how- 


ever, does not appear to be such a case. In this, as in most other broker- 
dealer proceedings under Section 15(b) of the Exchange Act, the is- 
sues are, by law, narrowly focused. We are called upon to decide as to 
each respondent whether he has violated the federal securities laws 
or is subject to any of the other disqualifications specified in the 
statute. If such a finding is made, we must then decide what sanction, 
if any, among those authorized by law, should be imposed, having due 
regard to the conduct of the particular respondent and any other 
considerations pertinent to him and his circumstances which bear 
upon the selection of an appropriate sanction in the public interest. 


2If it did, our order of denial would be without prejudice to a renewal of the applica- 
tion on proper notice. 

3 The League also refers to Rules 9(a) and 9(b). Rule 9(a) authorizes participation by 
government agencies, federal, state or municipal. The League clearly is not such an agency. 
Whether, as it suggests, it should be treated as if it were, goes to the general question of 
whether its participation would be in the public interest which is provided for in Rule 9(e). 
Rule 9(b), which authorizes participation by persons associated with a broker or dealer, 
is, on its face, inapplicable. The term ‘‘person associated with a broker or dealer” is 
defined in Section 3(a) (18) of the Exchange Act as “a partner, officer, director, branch 
manager or employee” of a broker-dealer or a person controlling a broker-dealer. The 
League has no such relationship to the respondent in this case or any other broker-dealer. 
Rule 9(b), as indicated in paragraph (2) thereof, was adopted by reason of the 1964 
amendments to the Securities Exchange Act, which authorize the Commission to proceed 
in a broker-dealer proceeding not only against a broker-dealer, but also against persons 
associated with a broker-dealer, and to impose sanctions against such persons. It has no 
relevance to the League’s application. 
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The League does not show or even indicate any interest which it may 
have in this particular case. It does not suggest that it or any of its 
members ever had any dealings with these respondents, or that it 
knows anything about them or their conduct, character or activities. 
It does not even say how it came to know that they exist. Rather, the 
League merely suggests that it could assist in the consideration of any 
offer of settlement from its point of view and that it could make sug- 
gestions “which would insure that practices of this kind would not 
only be effectively terminated. but that the members of the public vic- 
timized would be reimbursed.” 

The League’s concerns appear to be with issues of general policy not 
addressed to the facts and circumstances of this case. Consequently, 
this proceeding is an inappropriate vehicle for their expression. The 
League can state its views on general policy in other ways without 
complicating this proceeding by intervention as a party.* 

With respect to offers of settlement, our Rules of Practice imple- 
ment Section 4 of the Administrative Procedure Act (5 U.S.C. 
§ 504(b)), by affording the respondents opportunity “for the sub- 
mission and consideration of ... offers of settlement, or proposals of 
adjustment when time, the nature of the proceeding, and the public 
interest permit.” The factors which enter into consideration of any 
offer of settlement are similar to those involved in a decision on the 
merits. It is necessary to review the settling respondent’s conduct and 
the relevant conditions and circumstances with respect to him and 
arrive at a determination as to whether the offer of settlement, under 
all the circumstances, is an appropriate basis for disposing of the 
case, consistent with the public interest. This determination depends 
largely on the facts of the case. 

Respondents know the facts of this case. So does our staff. There is 
no reason to believe that the League knows the facts or could familiar- 
ize itself with them without considerable delay. Consequently, any 
effort to interject the League as an intervenor into the process of deci- 
sion on an offer of settlement would almost certainly prejudice the 
respondent’s rights. Furthermore, reasonable settlements are generally 
to be encouraged as a means of disposing of cases without unnecessary 
delay and expense. The willingness of respondents, generally, to under- 
take settlement negotiations would certainly be reduced if such nego- 
tiations are to be complicated by the interjection of intervenors 
unfamiliar with the facts. 


‘For example, the League could file with us a statement of its views concerning the 
problems presented by this type of case and its suggestions for improvement in our en- 
forcement procedures with respect to them. Or it could simply write us a letter. In these 
ways, it could communicate its views to us without any prejudice to the parties in the 
particular case. 
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With respect to applicant’s other points concerning the termina- 
tion of improper practices and the reimbursement of investors, we do 
not share the League’s optimism that any suggestions which could be 
made would insure that practices of this kind would be terminated. 
No law enforcement proceeding can insure that improper practices 
will not recur. Furthermore, as pointed out above, a major function 
of proceedings of this kind is to arrive at a just disposition of the 
particular case. As to the reimbursement of investors, we have no 
authority to award damages in a case of this kind, that function being 
reserved to the judiciary. : 

The matter is further complicated by the League’s suggestion that 
it be awarded attorney’s fees upon the termination of the proceeding. 
We have no authority to make such awards in this type of proceeding. 
Not being a court, we have no general equity jurisdiction,’ but have 
only the powers given us by Congress. Even if we could award fees, 
it is hard to see where the money could come from. The Commission 
could not pay attorney’s fees out of public funds since Congress has 
not appropriated any money for that purpose. We would have no 
authority to tax attorney’s fees against the respondents even if we 
thought this equitable, which we do not, since the League does not 
propose to participate in order to assist respondents in any way. 

In summary, although we would be glad to receive any suggestions 
which the League may have for the improvement of our enforcement 
procedures in general, we cannot conclude that intervention by the 
League as a party in this case is either necessary or desirable for that 
purpose. This statutory on-the-record enforcement proceeding is not 
an apt forum for a generalized discussion of the public interest, and 
applicant’s intervention would be likely to prejudice the respondents 
and complicate the proceedings. We are, therefore, unable to conclude, 
on the basis of the League’s submission, that its participation as a 
party in this proceeding would be in the public interest. 

While the League’s motion to intervene must, therefore, be denied, 
paragraph (c) and paragraph (f) of Rule 9 of the Rules of Practice 
provide for more limited participation. Grants of such participation 
are confined to the discretion of the hearing officer. But we may con- 
sider them here. As to paragraph (c), we cannot find, as required by 
that paragraph, that there is any matter in this proceeding which 
affects the League’s interests. Therefore, participation under that 
paragraph is denied. Paragraph (f) authorizes the hearing officer to 


5 And that is crucial. As the Supreme Court pointed out in Sprague v. Ticonic National 
Bank, 307 U.S. 161, 166 (1939) quoted with approval in Mills v. Electric Auto-Lite Co., 396 
U.S. 375, 393 (1970): “The foundation for the historic practice of granting reimburse- 
ment for the costs of litigation other than the conventional taxable costs is part of the 
original authority of the Chancellor to do equity in a particular situation.” 
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permit a person to state his views. If applicant could show that such 
a presentation would bear on the issues in this case, we would be dis- 
posed to permit this to be done. We should note, however, that re- 
spondents have submitted offers of settlement which have been under 
consideration by our staff and will shortly be presented to us for de- 
cision. Applicant has made no showing of good cause for delay in the 
disposition of those offers, and we see none. We shall, therefore, pro- 
ceed to consider the offers. 

In view of the foregoing, IT IS ORDERED that the application of 
the Independent Investor Protective League for intervention herein 
as a party pursuant to Rule 9(e) of the Commission’s Rules of Prac- 
tice be, and the same hereby is, denied ; and it is further 

ORDERED that the Indepndent Investor Protective League’s al- 
ternative applications for (1) leave to be heard under Rule 9(c) of the 
Commission’s Rules of Practice, or (2) permission to state its views 
under Rule 9(f) of said rules are also denied. 

By the Commission (Chairman Garrett and Commissioners 
Loomis, Evans and Sommer); Commissioner Portack not 
participating. 





IN THE MATTER OF 


UNION ELECTRIC COMPANY 


File No. 383-2547. Promulgated April 10, 1974 


Public Utility Holding Company Act of 1935 


ACQUISITION BY EXEMPT COMBINATION HOLDING COMPANY OF 
COMBINATION OPERATING COMPANY’S SECURITIES 


Acquisitions Generally—Applicable Standards 


Where large exempt holding company applied for approval of proposed acquisi- 
tion of relatively small operating company’s common stock, applicant’s contention 
that showing that combined electric properties would be an integrated electric 
system was enough in itself to satisfy statutory standards, rejected; held, show- 
ing that affiliation would produce efficiencies and economies required. But appli- 
cation granted because of economies that could reasonably be anticipated. 

Where exempt holding company sought to acquire stock of electric utility com- 
pany which had a service area neither physically interconnected with its other 
properties or with those of holding company nor capable of such interconnection 
on an economically feasible basis within the foreseeable future, held, uncon- 
nected properties not part of single integrated system even though interconnection 
technologically possible because controlling criterion is economic feasibility, but 
retention permitted because properties involved very small. 


Retainability of Gas and Water Properties 


Where exempt holding company, which is also electric and gas utility com- 
pany, applied for approval of proposed acquisition of outstanding common stock 
of electric-gas utility and water company whose electric properties are for most 
part interconnected with holding company’s electric system and for order con- 
tinuing exemption upon consummation of acquisition, application granted, sub- 
ject to reservation of jurisdiction with respect to issue of retainability of gas 
properties of holding company system and of company to be acquired. 

Where energy shortages real or alleged appeared to raise substantial ques- 
tions as to continued desirability of Commission’s traditional policy of en- 
couraging separaticn of gas from electric operations, but record provided in- 
adequate basis for an informed determination, and remand for further hearings 
was unlikely to lead to definitive solution within a reasonable time, held, juris- 
diction reserved with respect to those questions presented by application. 

Where electric and gas utility company that was also exempt holding company 
sought to acquire securities of electric and gas utility company which also had 
relatively insignificant water business, held, water business retainable in view 
of its small size and stable record. 


45 S.E.C.—35 18368 
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APPEARANCES: 


Carl H. Hendrickson, for Union Electric Company. 

A. Robert Pierce, Jr., Charles F. Wheatley, Jr. and Grace P. Mon- 
aco, for City of Cape Girardeau, Missouri. 

Aaron Levy, R. Moshe Simon and A. Barry Morewitz, for the Di- 
vision of Corporate Regulation of the Commission. 


FINDINGS AND OPINION OF THE COMMISSION 


Union Electric Company, an electric and gas utility company and a 
holding company now exempt from regulation under the Public Util- 
ity Holding Company Act,! seeks approval of its proposed acquisition 
of the outstanding common stock of Missouri Utilities Company 
(“MU”), an electric and gas utility company.” Union also asks for an 
order either continuing its present exemption or granting it a new 
one upon consummation of the proposed transaction. 

Following hearings, in which the City of Cape Girardeau, Missouri 
(“City”) participated,’ the administrative law judge submitted an 
initial decision. He concluded that the application should be granted 
and Union granted an exemption, subject, however, to certain condi- 
tions. Principal among these were that within a reasonable time the 
gas properties of Union and its present subsidiaries, and the gas, 
water and certain electric properties of MU be divested. We granted 


petitions for review of the initial decision filed by Union, the City 
and our Division of Corporate Regulation, each of whom excepted 
to various of the administrative law judge’s findings and conclusions.‘ 


I. DESCRIPTION OF COMPANIES INVOLVED 


Union, a Missouri corporation, generates, transmits, distributes and 
sells electricity in Missouri, Illinois and Iowa. It also distributes and 
sells natural gas in Illinois. In addition, it furnishes steam heating 
service to a section of St. Louis. Union owns all or substantially all of 
the common stock of Missouri Power & Light Company (“Power”) 
and Missouri Edison Company (“Edison”), both Missouri corpora- 


1 Union’s exemption was granted under Section 3(a)(2) of the Act which directs us to 
exempt holding companies that are predominantly operating companies if their operations 
do not extend beyond the state in which the company is organized and states contiguous 
thereto. 

2Union’s exemption from the Act does not encompass Section 9(a)(2) which as 
pertinent here requires our approval under Section 10 for an acquisition of a public-utility 
company’s securities if, by virtue of the acquisition, the purchaser will be an affiliate both 
of that company and any other public-utility company. 

* The Missouri Public Service Commission entered on appearance, but did not participate 
in the hearings or file any briefs. 

‘Briefs were filed with us and we heard oral argument. Our findings are based on an 
independent review of the record. 
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tions engaged in electric and gas utility operations in that state. Union 
also owns 40% of the outstanding common stock of Electric Energy, 
Inc., an Illinois corporation which produces electric energy in Illinois 
primarily for an installation of the Atomic Energy Commission.° 

Union, Power and Edison provide electric service in large areas of 
Missouri, including metropolitan St. Louis, and in relatively small 
areas in Illinois and Iowa. At December 31, 1970, their combined 
electric service area covered about 19,200 square miles with an esti- 
mated population of 2,500,000, and they served more than 800,000 
customers. Union distributes natural gas in Alton, Illinois and vicin- 
ity, and Power and Edison provide gas service in 59 Missouri com- 
munities. For the calendar year 1970, the Union system had consoli- 
dated operating revenues of about $317 million, of which more than 
95% was derived from electric service. As of December 31, 1970, the 
system’s gross property and plant aggregated about $1.7 billion, of 
which some 97% represented electric property and plant. 

In 1962, we issued an order, pursuant to Section 3(a) (2) of the Act, 
exempting Union and its subsidiaries from the Act (except Section 
9(a)(2)) on the basis that. Union, though a holding company, was 
“predominantly a public-utility company” which operated as such 
only in the state in which it was organized and contiguous states.® 
At that time, we held that the existence of combined gas and electric 
operations did not require denial of an exemption as “detrimental to 
the public interest or the interest of investors or consumers.” 7 

MU, a Missouri corporation, is engaged in the generation, trans- 
mission, distribution and sale of electricity in Missouri, the distribu- 
tion and sale of natural gas in that state, and the supplying of water 
service to the residents of Cape Girardeau. The company has three non- 
contiguous electric service areas. The largest is in southeastern 
Missouri.® A second (the Senath area) is some 40 miles further south. 
MU’s third service territory is in central Missouri. At December 31, 
1970 MU had a total of 46,781 electric customers. Gas service is pro- 
vided in 25 communities in central and southeastern Missouri. 

For calendar year 1970, MU’s operating revenues totalled about $20 
million, of which 58% was derived from electric service, 38.7% from 
gas service and 3.3% from water service. MU’s gross properties and 
plant at December 31, 1970 totalled about $52.9 million; its electric 
properties accounted for about $34 million or 56% of the total . 


5 The balance of Electric Energy’s stock is owned by three non-affiliated utility com- 
panies. Another subsidiary of Union, Union Colliery Company, is an inactive Missouri 
corporation which owns coal reserves and industrial property in Illinois. 

6 Union Electric Company, 40 S.E.C. 1072 (1962). 

7Section 3(a). 

§ Cape Girardeau is in this area. 
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Il. THE PROPOSED TRANSACTION 


Union proposes to offer 1.1 shares of its common stock for each out- 
standing share of MU common stock. The exchange is conditioned on 
acceptance of the offer by the holders of at least 83.3 % of the out- 
standing shares of MU common stock.® As noted, Union requests that 
upon consummation of the proposed acquisition we continue its present 
exemption or grant it a new one. It has undertaken, that if it does not 
acquire all of MU’s common stock pursuant to the exchange offer, it 
will register under the Act for the purpose of filing a plan pursuant 
to Section 11(e) for the elimination of the remaining publicly-held 
minority interest. If the acquisition is consummated, MU will remain 
a separate corporation and, in the same way as Power and Edison, be 
an operating subsidiary of Union. 


III. ISSUES PRESENTED UNDER THE ACT 


The principal issues presented by the application are whether and 
with what conditions, if any, the proposed acquisition meets the stand- 
ards contained in the various subparagraphs of Sections 10(b) and 10 
(c) and whether, if those standards are met, Union should be granted a 
new or continued exemption under Section 3(a) (2). All of the parties 
accept some of the administrative law judge’s findings. Since we did 


not choose to review them on our initiative, those findings are now 
final. They dispose of the following issues: 

The proposed exchange ratio is fair and reasonable. Fees and ex- 
penses proposed to be paid by Union in connection with the acquisition 
are also fair and reasonable, Thus, there is no basis for an adverse find- 
ing under Section 10(b) (2) pertaining to the reasonableness and the 
fairness of the consideration to be paid.’° 

2. The proposed acquisition would also meet the requirement of 
Section 10(f) that there be compliance with applicable state law," 
and warrants no adverse finding under Section 10(b) (3), relating to 
the appropriate capital structure of the applicant’s holding-company 
system, provided that any publicly-held minority interest in MU’s 
common stock remaining after the exchange is eliminated. 


®In order to qualify the transaction as a tax-free exchange under the Federal income 
tax laws, Union must acquire ownership of stock possessing at least 80% of the combined 
voting power of all classes of MU voting stock, including the voting preferred stock, Union 
does not propose to acquire MU’s preferred stock. 

10The Division had urged before the administrative law judge that the proposed con- 
sideration of 1.1 share of Union stock for each share of MU stock was unreasonably high. 

11The only state regulatory commissions having jurisdiction, the Public Service Com- 
mission of Missouri, and the Illinois Commerce Commission, have approved the proposed 
transaction. 
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3. Upon acquiring MU, Union would continue to be “predominantly 
a public-utility company,” within the meaning of Section 3(a) (2). 

At the threshold of the issues before us is the question whether 
Union’s acquisition of MU would meet the “integration” standards of 
Section 10(c) (2) of the Act, insofar as MU’s electric utility proper- 
ties (either in toto-or minus the Senath properties) are concerned. If 
an affirmative finding is warranted on that issue, we must address 
ourselves to the most hotly disputed issues: should our order approv- 
ing the acquisition and granting Union an exemption be conditioned 
on divestment of the gas and/or water properties ? 


IV. INTEGRATION ASPECTS OF THE PROPOSED ACQUISITION 


The administrative law judge found that with the exception of the 
Senath electric properties, Union’s acquisition of MU’s electric prop- 
erties would meet the requirements of Section 10(c) (2). That sec- 
tion provides that we may not approve an acquisition of securities of 
a public-utility company unless we find that “such acquisition will 
serve the public interest by tending towards the economical and ef- 
ficient development of an integrated public-utility system.” The 
critical term “integrated public-utility system,” is defined in Section 
2(a) (29) (A) of the Act, set forth in full in the margin.” 

We have heretofore found the Union system’s electric properties an 
integrated public-utility system. It is clear that if MU’s electric 
properties (other than the Senath properties) are added, the result 
will still be an integrated system. MU’s central Missouri service area 
is contiguous to the present Union system and the southeastern area 
is separated from that system by only about 40 miles. Union is the 
principal supplier of electric energy to MU, whose own generating 
capacity is small.1* MU’s electric facilities are connected with those 
of the Union system at five points. Addition of MU’s electric prop- 


22 This finding reflects the fact that MU, as a subsidiary of Union, would have a rela- 
tively insignificant impact on the predominance of Union over its subsidiaries in terms of 
relevant ratios. 

13“As applied to electric utility companies, a system consisting of one or more units 
of generating plants and/or transmission lines and/or distributing facilities, whose utility 
assets, whether owned by one or more electric utility companies, are physically inter- 
connected or capable of physical interconnection and which under normal conditions may 
be economically operated as a single interconnected and coordinated system confined in its 
operations to a single area or region, in one or more States, not so large as to impair 
(considering the state of the art and the area or region affected) the advantages of localized 
management, efficient operation, and the effectiveness of regulation.” 

14 Union Electric Company of Missouri, 35 S.E.C. 483, 493 (1953). 

15 During the period 1966-1970, MU annually purchased from Union between 63.6% and 
82.2% of the electric energy delivered to its distribution system. 

16 MU has two generating plants which have a total rated capacity of 30,300 kilowatts. 
By way of comparison, the Union system has a generating capacity of over four million 
kilowatts. 
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erties to the present Union electric system would have no significant 
effect on the size of the Union system. 

This much is undisputed. The parties differ, however, in their in- 
terpretation of Section 10(c) (2) and on the ultimate issue whether 
Union has sustained its burden under that section. Union argues that 
once it is shown that the MU electric properties together with those of 
the Union system constitute an integrated electric system, that is 
enough to meet the requirements of Section 10(c) (2). The Division 
contends that something more is required, namely, a showing of ef- 
ficiencies and economies by virtue of the affiliation. 

We agree with the Division. Its interpretation gives meaning to 
the language of Section 10(c) (2) and accords with the position we 
have generally taken in the past. There is no need to belabor the point, 
however, because we agree with the administrative law judge that a 
sufficient showing of benefits from the affiliation has been made here. 
It is true, as the Division stresses, that Union did not present evidence 
of specific economies or savings which may be anticipated. It would 
have been preferable had Union and MU made a detailed study such 
as has been made in other acquisition situations and submitted the 
results in support of the application. However, the record does show 
to our satisfaction that advantages may reasonably be expected to 
flow to MU as a result of the change of its status from mere customer 


to subsidiary-customer of Union.'’ These include the use of the sub- 
stantial operational and financial resources which Union can com- 
mand to aid MU on a coordinated basis in developing more extensive, 
efficient and reliable electric service in its service area. What we said 
in 1953 in approving Union’s acquisition of Edison is substantially 
applicable here, too: 


The record indicates that certain advantages would flow from the pro- 
posed combination of properties, both operationally and from the standpoint 
of the future financing of Missouri Edison’s construction requirements. It 
appears that these advantages would be especially noteworthy in the case 
of Missouri Edison which, after the acquisition, should enjoy the benefits 
of Union’s greater strength and credit standing, the advantages of co- 
ordinated planning to meet the future demands of customers, and the bene- 
fits of the experience and capabilities of the Union personnel in dealing with 
engineering problems.” ** 


17 We note the statement of Division counsel] at oral argument that the Division would 
not have sought review of the administrative law judge’s conclusion on this issue had 
Union not petitioned for review on other issues. 

18 Union Electric Company of Missouri, 35 S.E.C. 483, 492-493 (1953). We find no basis 
for the City’s contention that Union failed to meet its burden of proof on this issue by 
failing to adduce evidence concerning ‘‘negative economies of scale,” i.e., increased costs 
resulting from the affiliation, and demonstrating that the ‘positive economies” outweigh 
such disadvantages. There is no indication in the record, which consists for the most part 
of cross-examination of the applicant’s witnesses, that the addition of the MU electric 
properties to the Union system would in fact result in any diseconomies. And we find it 
difficult to conceive of any. 
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V. RETAINABILITY OF SENATH ELECTRIC PROPERTIES 


The Senath service area is in the southernmost part of Missouri, 
some 40 miles from the nearest other MU service area. The electric 
facilities serving the area are not physically interconnected with the 
Union system or with other MU electric facilities. A system unaf- 
filiated with either Union or MU supplies the electric power distrib- 
uted to customers. The administrative law judge found that inter- 
connection of the Senath electric facilities with the Union system, 
while technologically possible, would not be economically feasible for 
the foreseeable future. He therefore concluded that Union should be 
required to divest the Senath properties as a condition to approval 
of its acquisition of MU’s common stock because acquisition of those 
properties would not meet the requirements of Section 2(a) (29) (A) 
that the facilities of an integrated electric utility system be capable 
of physical interconnection and economic operation. 

The record supports the administrative law judge’s findings. We 
agree with him that Union’s acquisition of the Senath properties 
would not in itself have the integrating tendency required by Section 
10(c) (2).2° But it does not necessarily follow that those properties 
may not be retained by Union and MU.” 


12 Union argues that since the Senath properties are physically capable of interconnec- 
tion with its system, they would, if retained, be part of its integrated electric utility 
system. It says that our decision in Hawaiian Electric Company, Inc., 44 S.E.C. 189 (1970) 
supports its position. Hawaiian permitted one electric company to acquire another even 
though their properties were on separate Hawaiian islands. There, as here, interconnection 
was technologically possible but economically unfeasible. And, as Union says, Hawaiian 
held that on these facts Section 2(a)(29)(A)’s “capable of interconnection” test was 
satisfied even though the company’s own witness tesitfied that as much as ten years might 
have to elapse before interconnection was economically practicable. However, Union over- 
looks the reasoning on which that decision rested. Hawaii consists of small, isolated 
islands. As we said in our opinion (at p. 193 of 44 S.E.C.) we gave ‘“‘particular weight to 
the unique geography of the State of Hawaii.’’ Another unusual circumstance present in 
Hawaiian but absent here was that Hawaii was not a state in 1935, when the Act was 
passed, so that we would at that time have had no jurisdiction at all over the acquisition 
that we were asked to approve in that case. Our discussion of these two factors was 
coupled with the observation that “in general we would consider a 10-year span for 
economic and coordinated interconnection too remote to satisfy the provisions of Sections 
10(c) (2) and 2(a) (29) (A).’’ The footnote appended to the statement that we have quoted 
from the Hawaiian opinion (supra, n. 9 at p. 193), cited three of our earlier decisions. 
In one of them, General Public Utilities Corporation, 32 S.E.C. 807, 825 (1951) we had 
said on this point that ‘‘* * * [S]eparate properties not interconnected must be capable 
of physical interconnection and of economic operation at the time the Commission con- 
siders the matter and not at some indefinite future time. The term ‘normal conditions’ 
mentioned in the definition does not reffer to conditions which might possibly occur in 
the remote future and whose occurrence has not been foreshadowed by any facts shown 
iu the record.’ In the instant case an executive vice president of Union testified ‘that 
interconnection might never occur if it appeared uneconomic. The interconnection of Senath 
with Union may never be economical. Accordingly, a finding that such interconnection 
can reasonably be anticipated would be unwarranted, 

20 Exempt holding companies, like Union, are not subject to Section 11(b) (1)’s integra- 
tion standards. Hastern Gas and Fuel Associates, 30 S.E.C. 834, 848 (1950). Of. Pacific 
Lighting Corp., 45 S.E.C. 152 (1973). 
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Union’s acquisition of MU will contribute in the main to the develop- 
ment of an integrated system.*! The Senath operations are confined 
to the same state as MU’s other activities. There is no suggestion in the 
record that customers in the area have not been efficiently served over 
the years.?* And the Senath phase of the matter is clearly de minimis.”® 
In view of the minuscule scale of the Senath operations ** and of the 
other considerations adverted to above, we conclude that the Act’s 
standards permit the retention of the Senath properties.”® 


VI. RETAINABILITY OF WATER PROPERTIES 


MU’s water business has no functional or operating relationship 
with its electric or gas operations or those of the present Union sys- 
tem. Were Union a registered holding company, it could not retain 
that business.”* But Union is an exempt holding company. It would not 
have been required to obtain our approval for the purchase of a 
water business alone, since under the Holding Company Act that is 
not a utility business. And, for reasons discussed below, we would not 
deem retention of a water business to require an adverse finding under 
the “unless and except” clause of Section 3(a). To require divestiture 
of the water properties here merely because they happen to be part of 


21As the preceding footnote points out, Union is not obliged to conform to Section 
11(b)(1)’s “single integrated public-utility system” standard. The Division contends, 
however, that in an acquisition situation such as this that standard does govern because of 
Section 10(c) (2), which precludes us from approving acquisitions of utility securities or 
assets unless we find ‘‘that such acquisition will serve the public interest by tending towards 
the economical and efficient development of an integrated public-utility system.” In its 
view Section 10(c) (2) coupled with Section 10(c) (1) prohibiting acquisitions “detrimental 
to the carrying out of the provisions of Section 11’’ requires that each and every property 
proposed to be acquired or retained be part of a single integrated public-utility system. 
We take a different view. See pp. 503-506, infra. 

22If this were not so, the “unless and except’”’ clause of Section 3(a) would come into 
play. 

The pertinent statistics in the record demonstrate the insignificance of the Senath 
operations. The record shows that at year-end 1968, MU had only 2,121 electric customers 
in the Senath area, or 4.8% of all electric customers, and that Senath accounted for 
only about 3.3% of MU’s total electric revenues and 2% of overall revenues for the years 
1967-68. 

24 Were the scale of those operations larger, the result would be different. True it is 
that the “single integrated system” standard does not apply in all of its rigor to exempt 
companies. But the Act is primarily about gas and electricity. And it reflects a crystal clear 
and a carefully considered legislative policy judgment against the assembly of scattered 
utility properties under a single holding company roof on the ground that such scatteration 
is detrimental to investor and consumer interests. Hence we think it clear that Section 
8(a) prohibits exempt holding companies from collecting scattered utility properties. In 
this connection it must be remembered that Congress found in Section 1(b) (4) that the 
public interest is or may be adversely affected ‘‘when the growth and extension of holding 
companies bears no relation to... the integration and coordination of related operating 
properties.” 

2 Of. Central Louisiana Electric Company, Inc., 32 S.E.C. 266, 281 (1951). 

See The North American Company, 32 S.E.C. 169, 180-183 (1950); Michigan Con- 
solidated Gas Company, 44 S.E.C. 361 (1970) aff’d 444 F. 2d 913 (C.A.D.C., 1971). 
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one corporate package containing mostly utility properties would be 
to exalt form over substance. 

In the most recent Commission opinions dealing with the interpre- 
tation of the “unless and except” clause, Pacific Lighting Corpora- 
tion? and National Utilities & Industries Corporation,® the four 
commissioners participating were evenly divided on the ultimate issues 
presented. But they agreed that exempt holding companies are not 
per se subject to the prohibitions of Section 11(b) (1) against the re- 
tention of unrelated nonutility businesses. The three opinions in the 
Pacific case proposed differing standards or guidelines as to the ex- 
tent of permissible nonutility activities by exempt holding companies. 
Retention of the water business here would not meet even the most 
permissive set of guidelines in every detail.*® However, the focus of 
those opinions was on activities and businesses, such as real estate and 
agriculture, which cannot under any standard be viewed as utility 
operations. Here by contrast we have a business—water supply— 
regarded as a utility for most purposes in the law. The State of Mis- 
souri in which the water operations are carried on considers them a 
utility function. The same state agency which regulates MU’s electric 
and gas operations also regulates its water operations. The possibility 
of any adverse effect on electric and gas operations is further mini- 
mized by the water business’s relatively insignificant size *° and by the 
stability of its revenues and earnings over the years. 


VII. THE COMBINATION SYSTEM ISSUE 


We come now to the major disputed issue. Should our approval of 
this application be conditioned on the divestiture of MU’s gas interests 
and of the gas properties that Union now has? The Division insists 
that the Act mandates such divestiture. It says in its brief that “it has 
long been settled that gas properties and electric properties are differ- 
ent, competing utility businesses which can never constitute a single 
integrated public utility system” and goes on to argue that this means 
that unconditional approval can never be given to any proposal for the 
acquisition of a combination package of gas and electric properties. It 
also maintains that when an application for the approval of such an 
acquisition is made by a combination company, that company must 
divest itself of some of the properties that it already has so as to con- 
vert itself into either an all-electric or an all-gas system. 


27 45 S.E.C. 152 (1973). 

°8 45 S.E.C. 167 (19738). 

2% For example, the water business does not have a separate corporate existence. 

30 At December 31, 1970, MU’s gross water property and plant aggregated $3.3 million. 
By contrast, electric properties of the Union system and MU combined aggregated more 
than $1.6 billion. 


246-829 0 - 79 - 33 
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To clarify the bases on which these contentions rest and the nature 
of the questions presented one must delve into the history of the com- 
bination system question. Nowhere does the Act ban combination 
systems in so many words.*! But ever since 1941 we have considered 
such a ban implicit in the statutory scheme.*? The reasoning is as 
follows: 

(A) The Act’s basic term is “integrated public-utility system.” 
Section 2(a) (29) defines that term for electric utility companies 
and then goes on to define it afresh for gas utility companies. 
The two definitions are quite different. Hence they cannot be read 
together as a definition applicable to a combined system. 

(B) Section 11(b)(1) requires each registered holding com- 
pany to confine itself to a “séngle integrated public utility 
system.” 

(C) Since no combination system can ever be “single,” regis- 
tered holding companies must be either all-gas or all-electric.** 

To that last statement there were (and still are) exceptions. There 
are situations in which a holding company may have gas as well as 
electric interests. This is so because Section 11(b) (1) permits a hold- 
ing company to retain “additional systems” when : 

“(A) Each of such additional systems cannot be operated as 
an independent system without the loss of substantial economies 
which can be secured by the retention of control by such holding 
company of such system ; 


’ 


31 Indeed, it has been argued that Section 8 of the Act leaves the whole question to the 
states. When first confronted with the question soon after the enactment of the Act, 
the Commission seemed to agree with that view. American Water Works and Electric Co. 
Inc., 2 S.E.C. 972, 983 n. 3 (1937): “The question of public policy as to the common 
ownership of gas and electric facilities in the same territory is apparently left by the 
statute to the decision of the states (see Section 8).” In that same case the then Commis- 
sion said (also at page 983 of 2 S.E.C,) “that it is proper to regard ... a combined 
property as a single integrated system, provided that all of the electric properties are 
integrated and all of the properties, both gas and electric, are in fairly close geographic 
proximity and are so related that substantial economies may be effectuated by their coordi- 
nation under common control.” 

32 Columbia Gas & Electric Corporation, 8 S.E.C. 448, 462-463 (1941). Of its earlier 
American Water Works decision, supra, the Commission there said: 

“In that case the gas operations were small and relatively inconsequential and the 
opinion is susceptible to the construction that the conclusion was rested not upon a 
view as to a single integrated system ... but upon the satisfaction of the standards 
applicable to additional integrated systems.”’ 

Section 8 was read as expressing “the policy that the state law shall control acquisitions 
of properties which may result in combined operations, whereas Section 11 is concerned 
with retentions of properties.” 8 S.E.C. at 463 (Emphasis in the original). 

33 Columbia Gas and Electric Corporation, supra. See also The United Gas Improvement 
Company, 9 S.E.C. 52, 77-83 (1941), pointing out at 81 that: 

“The standards set out for electric utility properties differ from those set out for 
gas properties. There is no indication of any over-all standards which might be 
applied to a combination of both. Even a sedulous application of the respective 
standards, first to the gas and then to the electric properties, might result in the 
absurd conclusion that gas properties on the Pacific Coast and electric properties on 
the Atlantic constituted a single integrated system.” 
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(B) All of such additional systems are located in one State, 
or in adjoining States, or in a contiguous foreign country; and 

(C) The continued combination of such systems under the con- 
trol of such holding company is not so large (considering the 
state of the art and the area or region affected) as to impair the 
advantages of localized management, efficient operation, or the 
effectiveness of regulation.” 

Arguing that these A-B-C clauses of Section 11(b) (1) applied to 
them, holding companies have sought to retain gas as well as electric 
operations. They maintained that to require them to confine themselves 
entirely to one of the two fuels would result in the “loss of substantial 
economies” that Clause (A) of Section 11(b) (1) directs us to avoid. In 
dealing with such contentions, we held that “the clause must be strictly 
construed and that a registrant seeking to retain an additional system 
has the burden of showing by clear and convincing evidence that such 
additional system cannot be operated under separate ownership with- 
out the loss of economies so important as to cause a serious impairment 
of that system.” ** We also insisted that the “loss of substantial econo- 
mies” issue involved much more than mere bookkeeping and that 
arithmetical computations standing alone were never enough to re- 
solve it. 

In this connection our predecessors went behind the words of the 
statute to the basic policy considerations that lead to its enactment. 
They recognized that segregation often led to increased expenses. 
But they insisted that such increased expenses “must be viewed against 
the background of the compensating advantages flowing from such 
segregation.” *° They pointed out that: 


“(I]t is manifestly to the advantage of both the electric and gas businesses 
that independent managements for each be allowed to devote their entire 
energies to their respective companies, and that such businesses not continue 
to have their operations supervised by common management which is also 
conducting another business in the same area which, at the very least, must 
be viewed as a potential if not an actual competitor. If, as the company 
argues, some increase in personnel costs would be incurred on segregation, 
it is not unlikely that these costs may be offset by the greater productivity 
which should result from the additional personnel and from the concen- 
tration of the energies of all personnel on the single system to which they 
will then be assigned and to which they will owe undivided allegiance. 
These compensating advantages are, of course, merely illustrative of what 
is one of the basic premises of Section 11(b) (1)—that is, that there are 
substantial economic advantages in requiring the segregation of utility sys- 
tems and that, in all but the exceptional case, such advantages outweigh the 


34 New England Electric System, 41 S.E.C. 888, 893 (1964), aff’d sub. nom, 8.E.C, v. 
New England Electric System, 384 U.S. 176 (1966) and 390 U.S. 207 (1968). 
35 Philadelphia Company, 28 S.E.C. 35, 47 (1948). 


ee 





500 SECURITIES AND EXCHANGE COMMISSION 


disadvantages resulting from segregation. Such advantages, although fre- 
quently subtle in nature and incapable of exact measurement, must also 
be considered in arriving at the composite estimate of whether the net 
economies that may be lost on segregation can properly be deemed ‘substan- 
tial.’ Thus, a showing of increased operational expense is not in and of it- 
self determinative and cannot be regarded as conclusive proof of a ‘loss of 
economies’ in the amount of the increased expense.” * 


In the 1960’s the Supreme Court adopted these views as its own. It 
did so in the New England Electric System (“NEES”) case.*’ Like 
Union, NEES is predominantly an electric company. And like Union 
now, NEES at that time also had gas interests, We held that it had to 
rid itself of those interests because it was unable to show that their 
divestiture would result in “the loss of substantial economies.” NEES 
then went to the Supreme Court twice. On both occasions the Court 
sustained our construction of the statute.** In VEES J the Court 
pointed out that: 


“One of the evils that had resulted from control of utilities by holding 
companies was the retention in one system of both gas and electric proper- 
ties and the favoring of one of these competing forms of energy over the 
other.” 

Competitive advantages to be gained by a separation are difficult to fore- 
cast. The gains to competition might well be in the public interest and might 
well offset the estimated loss in economies of operation resulting from the 
separation of the gas properties from the utility system. This is a matter for 
Commission expertise on the total competitive situation, not merely on a 
prediction whether, for example, a gas company in a holding company sys- 
tem may make more money for investors than a gas company converted into 
an independent regime.” (Footnote omitted)” 


And in VEES IT the Supreme Court said: 


“Congress ... ordained separate ownership—and divestiture where neces- 
sary to reduce holdings to one system—as the ‘very heart of the Act’... 
Although Congress was aware that some economic loss might be suffered 
by the parent holding company or the separate integrated utility, Congress 
relented only to the extent of authorizing the Commission to permit reten- 
tion of an additional integrated utility if that permission might be granted 
under the narrow exception provided by §11(b) (1). But retention of an 


% Jd., p. 48 (footnote omitted). 

37 §.E.C0. v. New England Electric System, 384 U.S. 176 (1966) and 390 U.S. 207 (1968). 

%8 The first time the Court sustained our interpretation of clause A of Section 11(b) (1). 
The second time it sustained our conclusion that NEES had not made a sufficient showing 
in light of that interpretation. In both instances the Supreme Court overturned a ruling 
by the Court of Appeals for the First Circuit favorable to the company. 

% 384 U.S. at 183. In footnotes on that same page (notes 13 and 14) the Court (1) 
pointed to the Act’s Section 1(b)(2) declaring that “restraint of free and independent 
competition” [the italics are the Court’s] has and adverse effect on the national public 
interest, and (2) observed that: 

“Congress was well aware of the anti-competitive potential of corporate structures 
through which control of gas and electric utility companies rests under the umbrella 
of a single holding company. That a holding company so situated might retard ex- 
pansion of the gas utility company in favor of the electric utility company was 
expressly discussed in the Senate Hearings on an earlier version of the Act.” 

40 Td. at 184-185. 
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‘additional’ integrated system is clearly the exception, and the burden is 
on the holding company to satisfy the ‘stringent test’ set by the statute.” “ 


All that we have thus far said about combination systems relates 
only to registered holding companies. Our conclusions with respect to 
them rested wholly on the “single integrated system” standard of 
Section 11(b) (1). And has already been pointed out, that standard 
does not govern exempt holding companies.*? As to them our view 
was that: 


“... Congress did not impose a mandate on this Commission to withhold 
exemptions in all cases of combined gas and electric operations merely be- 
cause the retention of a combined system under strict application of Section 
11(b) (1) may in some cases require divestiture.” * 


NEES involved an interstate registered holding company. And in 
our opinion there we were careful to point out that: 


“We do not take the view that the Act expresses a Federal policy against 
combination gas and electric operations as such. The Act is concerned with 
interstate holding company activities and within that area it prescribes tests 
of retainability which must be met.” “ 


But the Supreme Court’s stress in its V¥Z#’S opinions on the im- 
portance of competition between gas and electricity led us to think 
that it might very well be that the Act does indeed “express a Federal 
policy against combination gas and electric operations as such.” Re- 
examination of our earlier permissive views about combined gas and 
electric operations in exempt holding company systems seemed in 
order. We made that re-examination early in 1970 when we decided 
Illinois Power Company.** In that case, as in this one, an exempt hold- 
ing company that had gas as well as electric interests sought to ac- 
quire another combination company. The three Commissioners who 
participated held unanimously that: 


(1) “[A]pproval of the application should be conditioned on divestment of 
the gas properties. Whatever we said in our opinion in the NEES case, the 
Supreme Court’s pronouncements in that case are now controlling. . 
Section 11 draws no distinction between interstate and intrastate holding 
company systems... [T]he Supreme Court’s statements in our view reflect 
an approach to interpretation of the Act in the area of competition between 
gas and electric companies which transcends the precise issues before the 
Court in the NEES case” ; and 

(2) “... ENJo Section 3... exemption is appropriate without provision 
for divestment of the gas properties. The Supreme Court’s emphasis on com- 
petition between gas and electric operations is .. . highly pertinent in deter- 


41390 U.S. at 210-211. 

42 See pp. 496-497, supra, and n. 20, supra. 

43 Northern States Power Company, 36 S.E.C. 1, 6 (1954) where we held at pp. 7-8 that: 
“Tt]he mere existence of the combined gas and electric operations does not itself require 
denial of an exemption.” This holding was in accord with a long line of earlier cases cited 
in the Northern States opinion. 

44 New England Electric System, 41 S.E.C. 888, 902 (1964). 

444 §.E.C. 140 (1970). 
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mining under the ‘unless and except’ clause of Section 3(a) whether a 
Section 3... exemption would not be detrimental to the public interest or 
the interest of consumers. Where, as here the issue is whether we should 
permit the consolidation and therefore enlargement of combined operations 
and the creation of what would in substance represent a new holding com- 
pany system consisting of two combination companies, we think the Court’s 
statements require denial of an exemption. We have in the past pointed out 
that it is ‘highly unrealistic’ to expect ‘vital competition between the two 
types of service when controlled by the same interest’* . . . [T]rue com- 
petition with its attendant advantages could be achieved only by a separa- 
tion of the electric and gas businesses.” “ 


Deeming himself bound by Jilinois Power,** the administrative law 
judge held that: 

(A) Union’s application cannot be approved nor can its ex- 
emption from regulation under the Act remain in effect unless it 
becomes an all-electric system. 

(B) This means that Union must within a reasonable time di- 
vest itself of its present gas properties and also of those that now 
belong to MU. 

(C) Union’s gas interests and MU’s would be retainable if 
Union were able to establish that their severance will lead to a 
“loss of substantial economies” within the meaning of that phrase 
as used in Section 11(b) (1) (A). 

(D) Union’s showing on this issue was inadequate *° and its eco- 
nomic studies unpersuasive. 

In view of the importance of these holdings and of the heated con- 
troversies among the parties about them, we state our views on some 
of the questions presented. 

We begin with Union’s claim of historical insulation from J//inois 
Power’s impact. Union points out that when it was a registered hold- 
ing company we permitted it to acquire Power and then Edison, re- 
serving jurisdiction to consider the retainability of the gas properties 


#6 The footnote to this statement (n. 22 on p. 147 of 44 S.E.C.) reads: 
“The North American Company, 18 S.E.C. 611, 621 (1945). See also The North 
American Company, 32 S.E.C. 169, 179-180 (1950), where we referred to ‘the 
inevitable tendency of joint control over gas and electric businesses to stifle the natural 
competitive features of these enterprises by the favoring of that business in which 
the controlling company is most interested and which is most profitable’ and ‘the 
substantial benefits which . . . accrue from healthy and aggressive competition between 
gas and electric systems.’ 

47 Td. at pp. 145 and 147. 

On this he was clearly right. For him that decision was a precedent of recent vintage. 
It was his duty to follow it just as it is ours to follow the Supreme Court’s decisions. 
Nothing that we had said after Illinois Power cast any doubt on the views there artic- 
ulated. Indeed, that decision was cited in Middle South Utilities, Inc., 44 S.E.C. 548, 551 
(1971) in support of our holding that the Act precluded a holding company from acquiring 
a combination system’s gas properties. (The Section of the Act referred to was 10(c) (2). 
But the citation of Illinois Power for this proposition indicates that the reference should 
have been to 10(c)(1). Note, however, that in Middle South it was a registered holding 
company that sought to make the acquisition. ) 

He found that divestiture would lead to some increase in expenses but that such 
probable increase was not large enough to be deemed ‘‘substantial’’ under the authorities. 
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at a later date,®° and that when we had to address ourselves to that 
retainability question in 1962 in connection with Union’s application 
for the exemption from the Act that it enjoys, we considered the ex- 
istence of combined gas and electric operations insufficient in itself 
to warrant denial of the application.*! Union says that this established 
the retainability of its gas properties. It contends that the matter is 
now settled and that the addition of MU’s gas properties to its system 
cannot change the earlier determination since it was in no way based 
on the extent of the system’s gas properties. 

Like the administrative law judge, we find these arguments unper- 
suasive. Union now wants to enlarge its system. To do so it must 
obtain a determination from us that the proposed acquisition meets 
the standards of Section 10 as well as those of Section 3(a) (2). We 
must make that determination in the light of contemporary circum- 
stances (not those of 1950, 1953 or 1962) and of our present view of the 
Act’s requirements. Hence the retainability of Union’s present gas 
properties and the ones that it wishes to add to its system has not been 
foreclosed by our earlier determinations. It is an issue on which we 
must now pass. 

The Division contends that the administrative law judge should 
never have ventured into the “loss of substantial economies” area. It 
says that the “loss of substantial economies” test has no bearing on 
acquisitions, In its view the Act prohibits the acquisition of anything 
at all that will not when viewed in itself be part of the acquiring com- 
pany’s single integrated public utility system. This view rests on two 
premises. One is that acquisitions are measured by standards more 
stringent than those governing retainability of existing properties. 


50 The North American Company, 32 S.E.C. 169, 178-180 (1950) ; Union Electric Com- 
pany of Missouri, 35 S.E.C. 483, 492-493 (1953). 

51 I7nion Electric Company, 40 S.E.C. 1072, 1078 (1962). 

52 Suppose that Union had never filed the instant application. Would it then have been 
proper to reopen the question of the retainability of its existing gas properties at this 
time? And what if Union should decide to do what the Illinois Power Company ultimately 
did, i.e., withdraw its acquisition application? Could we then proceed to reconsider afresh 
the retainability of the very same gas properties that we permitted Union to hold on to 
back in 1962? Those questions are not before us now. And we do not undertake to decide 
them. However, we think it appropriate to note that the considerations of elementary 
fairness that preclude us from reopening a tontroversy as to the legality of some alleged 
misconduct that we have previously resolved in a particular registrant’s favor in a dis- 
ciplinary proceeding under the Securities Exchange Act or the Investment Advisers Act 
or in a Securities Act stop order proceeding in a second proceeding against the identical 
respondents founded on the very same facts that we have previously passed on apply with 
much diminished force, if at all, to proceedings under the Public Utility Holding Company 
Act, which creates a system of pervasive and continuing economic regulation that must 
in some measure at least be refashioned from time to time to keep pace with changing 
economic and regulatory climates. Cf. Section 3(c) of the Act, which directs us to revoke 
exemption orders whenever we find “that the circumstances which gave rise to the issuance 
of such order no longer exist.’’ And see Long Island Lighting Company, 18 S.E.C. 717 
(1945). 
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The other is that Section 10(c) (2) which precludes us from approving 
an acquisition unless we find that it “will serve the public interest by 
tending towards the economical and efficient development of an inte- 
grated public-utility system” mandates the dissection of acquisitions 
to separate the wheat, i.e., properties that will contribute affirmatively 
to the development of the acquiring company’s integrated utility sys- 
tem, from the chaff, i.e., properties that standing by themselves are 
incapable of making such a contribution, and the discarding of all the 
chaff. With the first premise we agree. With respect to it, we reaffirm 
what our predecessors said a generation ago in American Gas and 
Electric Company : 


“. . . [A] proceeding under Section 11(b)(1) to delimit the spheres of 
existing control is different from one in which the processes of the Act are 
sought to be used to extend control. Different standards are applicable. For 
example, under Section 11(b) (1) utility properties may be retained even if 
they are not integrated with a principal retainable unit, but form a permissi- 
ble additional system . .. But under Section 10 an acquisition of securities 
or utility assets of a public utility company can be permitted only if we 
ean affirmatively find that such acquisition will tend toward the creation 
of an integrated system... This marked difference is not an accident of 
rhetoric. It inheres in the difference between Section 11, as a compromise of 
the policy of ‘elimination’ of holding companies otherwise than as permitted 
by the Act... and the ‘new acquisition’ standards of Section 10 which were 
designed as a more restrictive check on further growth of holding companies 
and further extension of their control.” ™ 


We disagree, however, with the Division’s contention that the fore- 
going extract from the American Gas and Electric opinion means that 
nothing at all can be acquired under any circumstances unless it can 
be shown that it will be part of the acquiring company’s integrated 
system. We find nothing of the sort in American Gas and Electric. The 
opinion from which we have just quoted and on which the Division 
relies came only one year after an earlier opinion *° in which we had 
in view of special historical circumstances and with some qualms per- 
mitted what was then the American Gas and Electric Company and 
is now the American Electric Power Company to retain all of its so- 
called Central system even though we viewed that system as being at 
“the maximum size consistent with the standards of localized manage- 
ment, efficient operation and effectiveness of regulation contained m 
Sections 2(a) (29) and 11(b) (1).” °° Soon after we had held that, we 
were confronted by an acquisition proposal that would, if consum- 
mated, have substantially augmented the size of a system that could 
well have been viewed as too big to begin with. That is the context in 


53 22 S.E.C. 808 (1946). 

54 Jd. at 815. 

5 American Gas and Electric Company, 21 S.E.C. 575 (1945). 
56 Jd. at 595-596, quoted and italics added in 22 S.E.C. at 813. 
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which American Gas and Electric must be read. So read, we think it 
clear that the decision rested on the premise that the proposed acquisi- 
tion had no integrating tendency at all. Here, on the other hand, that 
tendency is present with respect to the principal properties to be 
acquired. On such a situation American Gas and Electric has no 
bearing. 

Karly in our administration of the Act we held that “in a Section 
10 proceeding we are not required to find that a proposed acquisition 
tends toward the development of a single ‘integrated system’, but only 
whether the acquisition is ‘detrimental to the carrying out of the pro- 
visions of Section 11’ and whether ‘such acquisition will serve the 
public interest by tending towards the economical and efficient de- 
velopment of an integrated public utility system’.” °’ We think that 
the Division fails to give due weight to the distinction between the 
phrase “an integrated public-utility system” in Section 10(c) (2) and 
the words “a single integrated public-utility system” found in Section 
11(b) (1). 

Where a dominant integrating tendency has been shown we have in 
cases subsequent to American Gas and Eelectric approved acquisitions 
without holding that Section 10(c) (2) mandated divestiture of those 
other properties of the company being acquired that did not in them- 
selves “contribute to the development” of an integrated system.** The 
retainability of such other properties has been analyzed and resolved 
under the standards of Section 10(c) (1) and 11(»} (1), including the 
latter Secion’s A-B-C clauses and “other business” standards.*® Hence 
we reject the Division’s idea that no package acquisition can be ap- 
proved unless each discrete item in it passes the integrating test on 
its own merits. 

The Division correctly reminds us that the Supreme Court has held 
Section 11’s requirement of a “single integrated” system “the very 
heart” of the Act © and that it has observed that “The retention of 
an [additional] integrated system is decidely the exception.” * But 
holding companies can retain additional integrated systems when “the 
proven inability of the additional system to stand by itself would 
result in substantial hardship to investors and consumers were its 


5 


relationship with the holding company terminated.” * Nothing in 

57 The United Gas Improvement Company, 9 S.E.C. 52, 79 (1941) (Emphasis in the 
original). 

58 See, e.g., Central Louisiana Electric Company, Inc., 32 S.E.C, 266, 281 (1951). 

59 See, e.g., The North American Company, 32 S.E.C. 169 (1950) (non-utility properties). 
Sometimes the retainability of such other properties has been reserved for later determina- 
tion. But the opinions show that such subsequent determinations are to be made in the 
light of 10(c)(1) and 11(b) (1). See, e.g., Northeast Utilities, 43 S.E.C. 462 (1967). 

6) North American Co. v. S.H.C., 327 U.S. 686, 704, n. 14 (1946). 

61 NEES I, 384 U.S. at 180, citing North American Co. v. S.E.C., supra, at 696-697. 

62 Philadelphia Company, 28 S.E.C. 35, 46 (1948), cited with approval in NHES IJ at p. 
181 of 384 U.S. 
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Section 10, in any of our decisions or in common sense supports the 
notion that additional systems of this unusual kind retainable in a 
Section 11(b) (1) proceeding must be ruthlessly severed without re- 
gard to economic consequences when the question of retainability 
arises in a Section 10 context. As the administrative law judge said: 


“From the standpoint of the public interest it would be improvident to 
sever the gas properties without considering the economic impact of that 
divestment.” 


We think the Division’s position as to the asserted irrelevance of 
the “loss of substantial economies” test in acquisition situations no 
better grounded in policy than it is in precedent. We cannot see how 
insistence on divestitures that are by hypothesis uneconomic serves 
the public interest or that of consumers or investors. Nor do we know 
of any reason to believe that Congress insisted on such diseconomies. 
We hold Section 11(b) (1)’s A—B-C clauses relevant in acquisition 
situations.** Here we have found that Union’s acquisition of MU’s 
electric properties will serve the public interest. The gas properties are 
relatively inconsequential. Hence, we agree with the administrative 
law judge that it would be erroneous to direct divestiture without first 
considering the economic impact of such an order. //linois Power is 
not to the contrary. True, we did not address ourselves to the A~B-—C 
clauses in that case. But applicant never raised the issue. And the gas 
properties there involved were so large as to make it highly unlikely 
that they could in any event have been deemed retainable under the 
A-B-C clauses.** Thus we cannot accept the view that no acquisition 
is ever permissible under Section 10(c) (2) unless conducive to the 
development of one—and only one—integrated public utility system. 

Returning to the point at which we began, we hold that for the rea- 
sons stated in American Gas and Electric, Section 10’s criteria for 
testing acquisitions are indeed more rigorous than those of Section 
11(b) (1) for testing the retainability in integration proceedings of 
properties in existing systems. But that greater rigor manifests itself 
not in the total excision of Section 11(b) (1)’s A—B-C clauses in an 
acquisition case, but in a tighter less permissive reading of Sections 
2(a) (29) (A) and 2(a) (29) (B)—and possibly of the A-B-C clauses 
themselves—than might be appropriate in a Section 11 proceeding. 
That is American Gas and Electric’s teaching. 

Our own study of the record inclines us to agree with the adminis- 
trative law judge’s skeptical appraisal of Union’s showing on the 


® As previously noted, Section 11(b)(1) is inapplicable to exempt companies. ‘See n. 20, 
supra. So the A-B-C clauses are not directly applicable. In our veiw, however, they do 
apply by analogy. 

& See n. 75, infra. 
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loss of substantial economies point. But we need not and do not reach 
that issue now. The heated controversy between the parties about the 
economic effect of severing the gas properties® presents itself for 
decision only if we first determine that those properties must be di- 
vested—absent an adequate showing of loss of substantial economies 
flowing from such divestiture. And for reasons we shall soon make 
plain, that crucial preliminary question cannot be resolved on the 
record now before us. 

Is Jliinois Power © controlling here? If it is (and if no satisfactory 
showing that divestiture would result in the loss of substantial econo- 
mies is made), “approval of the application should be conditioned 
on divestment of the gas properties” * and “no Section 3(a) (1) ex- 
emption is appropriate without provision for divestment of the gas 
properties.” * But Union argues that J/linois Power does not require 
divestment in this case, because, : 

(A) Neither Union nor MU has favored electricity over gas. 
The record does not show that common ownership has in fact 
stifled competition between the two fuels. 

(B) The nation is now confronted by a gas shortage that will 
last for many years. Because of that shortage effective inter- 
energy competition is impossible. Thus events have undermined 
the rationale of /ilinois Power. 

The first of those points has no merit. The second may have 
substance. 

Our historic position with respect to combined gas and electric 
operations by registered holding companies, accepted and affirmed by 
the Supreme Court in the VFZ'S cases and extended by us in //linois 
Power to exempt holding companies (at least when such companies 
seek to acquire utility securities) , does not require an affirmative show- 
ing that one fuel has in fact been preferred over the other or that 
deliberate steps to suppress competition have been taken. That posi- 
tion is much broader than that. As we long ago explained, it proceeds 
from the fact that “The businesses, in many aspects of their operations, 
are competitors” ® to the conclusion that “It is the inevitable tend- 
ency of the joint control to favor that business in which it is most 
interested and which is most profitable,” so that “To expect vital 


6 Although it maintains that there is no need to go into the question—a position we 
reject—the Division also makes elaborate argument in support of its position that “even 
under the incorrect premise that clause A was relevant,... UE... failed to meet that 
‘test’.’”’ 

66 44 S.E.C. 140 (1970). 

87 Td. at p. 145. 

® Td. at p. 146. 

% The North American Company, 18 S.E.C. 611, 615 (1945). 

7 Ibid. (emphasis added). 
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competition between the two types of service when controlled by the 
same interests is ... highly unrealistic.” “ In J/linois Power, as here, 
there was testimony that the companies had not neglected their gas 
business in favor of their more substantial electric interests. And the 
record in that case showed that the gas businesses had in fact grown 
significantly in recent years. Nevertheless, we held that “true com- 
petition with its attendant advantages could be achieved only by a 
separation of the electric and gas businesses.” 7? 

So Union’s “actual stifling” construction of J/linois Power is a mis- 
construction.”* That does not mean that the instant case is necessarily 
on all fours with /llinois Power. There the gas businesses were sub- 
stantial both in absolute terms and in relation to overall operations.” 
Here they are relatively insignificant.’° Does it follow that the result 
in this case should be different from that reached in //linois Power? 
We leave that question open. Having decided to take another look at 
Illinois Power’s basic rationale, we need not pause now for a considera- 
tion of its precise scope and impact. 

What of the gas shortage and its implications? 

The Division says this is none of our concern, Its position is that 
Congress and the Supreme Court have laid down the law on the Act’s 
impact on combination systems and that our task here is simply to 
enforce the law as we find it.7* That is good rhetoric but poor 


1Td. at 621. 

7244 §.E.C. 140, 147 (1970). 

7 Very much in point here is something that we said in our NHES opinion (41 S.E.C. 
888, 900 (1964)) and that the Supreme Court later quoted approvingly in its first NEES 
opinion (384 U.S. at 184): “. . . [F]Jinal authority on all important matters rests in 
the top NEES management. The basic competitive position that exists between gas and 
electric utility service within the same locality is affected by such vital management 
decisions as the amount of funds to be raised for or allocated to the expansion or promo- 
tion of each type of service.” 

% 44 §.E.C. 140, 141 (1970). 

In the most recent fiscal year for which the record contained statistics, Illinois Power 
and Central Illinois Public Service Company, the company which it proposed to acquire, 
had total gas operating revenues of about $87 million. Their total operating revenues were 
about $287 million. By contrast, for 1970 the Union System and MU had total gas 
operating revenues of about $18 million, out of total operating revenues of about $337 
million. 

7% It also says that we cannot declare a moratorium on the enforcement of the Act. 
That sounds sensible. On reflection, however, we find it much too simplistic. The question 
is not one of enforcement. It is one of interpretation. 

And even with respect to the enforcement of this complex multifaceted and far-reaching 
statute, we have at times found it necessary or appropriate to subordinate some statutory 
objectives to others. As Mr. Justice Holmes said of the evolution of the common law, ‘“‘the 
felt necessities of the time’’ have been controlling. Holmes, The Common Law I (1881). 
In administering the Act ‘“‘we must, and always do, weigh policies against each other and 
against the needs of particular situations.” Public Service Corporation of New Jersey, 
27 S.E.C. 682, 706 (1948). In Public Service we approved a plan for the dissolution of a 
registered holding company even though it called for the emergence of a public-utility 
company with gas and electric properties and with subsidiaries in the transportation 
business on the ground that “the particular facts of the case indicate a lesser need for 
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analysis.””7 Neither Congress nor the Supreme Court has ever said a 
word about the propriety of gas-electric operations by exempt holding 
companies. And until we decided //linois Power in January 1970 we 
ourselves had never seen any legal impediment to such operations.”* 
It is true that it was the Supreme Court’s VE ES decisions that led us 
to re-examine our earlier views on the matter. But NEES did not man- 
date that re-examination. It merely made it appropriate. As our 
Illinois Power opinion stated, we there chose because of the impor- 
tance of the questions presented to go beyond “the precise issues before 
the Court in the NEES case.” 7° When we did so, we held that, in an 
acquisition context, at least, combined operations are “detrimental 
to ... the interest of consumers” within the meaning of that phrase 
as used in Section 3(a) of the Act. 

That decision rested, of course, on the premise that separation fos- 
ters vigorous competition between gas and electricity. That such com- 


insistence on complete integration’ so that “an attempt to press the plan closer to the 
traditional mode of compliance would fall short of good judgment.” 27 S.E.C. at 708. 
In that and in kindred cases we thought it well to exercise our discretion so as to allow 
the expeditious consummation of plans that would make for financial simplification even 
though they fell far short of full compliance with the Act’s integration standards. See 
Illinois Power Company, 44 S.E.C. 140, 145 (1970) ; Pennzoil Company, 43 S.E.C. 709, 
719-20 (1968). Cf. Middle South Utilities, Inc., 35 S.E.C. 1, 14-15 (1953). 

We also note that in a prior case involving the Union system an earlier gas shortage 
was taken into consideration. The North American Company, 32 S.E.C. 169, 179-180 
(1950). In that proceeding we approved Union’s acquisition of Power. This meant we had 
to deal with the retainability of Power’s gas properties. But because of the gas shortage 
during and after World War II we found that Power’s “gas department as presently 
constituted has never experienced a period of operations under normal conditions” and 
that one of its own witnesses had testified that.if it ‘were to advertise anything, it would 
have to advertise the necessity for curtailment of gas usage.’’ We concluded thus (32 
S.E.C. at 180): “In this setting it is difficult to determine whether under normal condi- 
tions that claimed loss of economies due to separation of Missouri’s gas and electric 
businesses would be ‘substantial’ within the meaning of Section 11(b)(1)(A) of the Act. 
Moreover, in view of the shortage of Missouri’s gas supply, we cannot say whether or to 
what extent the claimed losses in economies would be offset by the benefits to be obtained 
through competition between the gas and electric businesses which might otherwise exist 
assuming an adequate supply of gas and a separation of control. Accordingly, we have not 
attempted in this proceeding to balance the claimed losses in economies against the recog- 
nized benefits of separation and we therefore leave open the question of whether the gas 
system ... may be retained permanently by Union as an additional system. In view 
of the foregoing, we will permit Union to acquire the gas properties... at this time but 
subject to the reservation of jurisdiction to reexamine the question of their retainability 
if, as and when an adequate supply of gas becomes available. To assure our continuous 
attention to this question, we will require . . . periodic reports . . . by Union relative 
to... gas supply.”’ 

7 For one thing, it overlooks the great weight that the Court attached in both NEES 
opinions to our expertise in the administration of the Act. It is also flawed by reason of its 
failure to give due heed to the admonition that the Court of Appeals for the District 
of Columbia Circuit gave in Municipal Electric Association of Massachusetts v. S.E.C., 
413 F. 2d 1052, 1059 (1969) when it reversed our decision in Vermont Yankee Nuclear 
Power Corporation, 43 S.E.C. 693 (1968) and quoted the following from Commissioner 
Smith’s dissenting opinion here (at p. 704): “That a... development of . . . importance 
and probable impact . . . was not foreseen when the Act was written should not justify 
a static historical reading of its provisions.’’ 

78 See pp. 501-502, supra. 
* At p. 145 of 44 S.E.C, 
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petition is good for consumers and in the public interest was deemed 
axiomatic. We are now told that the so-called energy crisis makes this 
reasoning untenable. We cannot now determine, upon this record, 
whether and to what extent this is so. But it is apparent that the energy 
crisis has assumed dimensions, and has evoked a response from the 
public and from government at all levels, which did not exist and was 
not readily foreseeable four years ago when the J/linois Power case 
was decided, or in September 1972, when the administrative law judge 
issued his initial decision in this case or even in March 1973 when we 
heard oral argument. Neither limits on our powers, nor the proper 
discharge of our responsibilities, permit us to now dispose of this case 
upon the assumption that none of these developments have occurred 
or that they are irrelevant. We may read the broad and flexible langu- 
age of Section 3(a)’s “unless and except” clause in a way that makes 
economic and social sense in the light of contemporary realities. 

The Act is replete with references to the interests of consumers and 
to the public interest. Up to now we have considered those interests 
best served by promoting the “wider ... use of gas and electric 
energy.” © By fostering “variegated competition” between gas and 
electricity and the attendant promotion of the use of each, we moved 
toward that end.*! Valid and constructive though it was in its day, 
that approach may now be outmoded. In an era confronted by an en- 
ergy crisis the maximization of energy use seems a questionable public 
policy objective, In today’s world the public interest and the long-run 
consumer interest seem to call for prudent conservation and rational 
allocation. 

In the light of the foregoing we conclude that we cannot responsibly 
decide upon the present record, whether or not the gas properties of 
MU and of Union must be divested as a condition to approval of the 
application. Two alternatives present themselves. The first is to re- 
mand the proceedings to the administrative law judge for the taking 
of further evidence upon this issue. The second is to approve the 
application but to retain jurisdiction to reconsider the question of 
divestiture whenever it appears appropriate to do so. 

The first course has its appeal. It is a normal practice of reviewing 
tribunals to remand a case for further proceedings if it appears that 
the record does not permit a responsible and informed decision upon 
a major issue. This course would normally lead to a final determina- 


tion of the divestiture issue at an earlier date, thus resolving the ex- 
isting uncertainty. 


The quotation is from Section 30 of the Act which directs us to bear this end in 
mind in our studies and investigations. 


81 NEES I, 384 U.S. at 184 n. 15. 
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There are, however, weighty considerations in support of the second 
alternative. The principal one is that the energy situation is now in 
a state of flux. It is impossible to predict developments over the next 
few years, let alone over a longer period. Plans are being made in terms 
of 1980 or later. Under these circumstances we are concerned that a 
present remand would lead to lengthy and expensive proceedings 
which would still be inconclusive unless unduly protracted. 

We conclude that the likelihood that a present remand will lead to 
a definitive solution within a reasonable time is so low as not to justify 
the effort, uncertainty and expense that such a procedure would en- 
tail. We will accordingly approve the application but reserve jurisdic- 
tion to pass upon the retainability of Union’s gas properties and 
those of MU if and when we find it appropriate to examine that ques- 
tion in the light of intervening developments. 


VIII. ACCOUNTING TREATMENT 


Union proposes to record its acquisition of MU’s common stock as a 
purchase at a value of $17.75 per share for each share of Union stock 
issued. That amount represents the closing market price of Union’s 
stock on the New York Stock Exchange on January 27, 1970, the day 
before the announcement of the proposed acquisition was made. Union 
will credit its capital surplus account with the balance. The proposed 


accounting treatment appears appropriate. 


IX. CONCLUSION 


We shall enter an order: 
(1) Approving Union’s proposed acquisition of MU’s com- 
mon stock; * 
(2) Continuing Union’s Section 3(a) (2) exemption from regu- 
lation under the Act; ** and 
(3) Reserving jurisdiction to pass on the retainability of the 
gas properties now in the Union system and those of MU. 
By the Commission (Chairman Garrerr and Commis- 
sioners Loomis, Evans and Sommer); Commissioner Poniack 
not participating. 


82 This will be subject to the conditions set forth in Rule 24 under the Act. 
8 The condition in our 1962 exemption order requiring Union to apprise us promptly 


of any change in its relationship with Electric Energy, Inc. or in related matters will 
of course continue in effect. 








IN THE MATTER OF 


THE APPLICATION OF 
JEROME F. TEGELER 
TIMOTHY J. TEGELER 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-4224. Promulgated April 19, 1974 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Free-Riding and Withholding Interpretation 
Failure to Supervise 


In proceedings for review of disciplinary action by registered securities asso- 
ciation, association’s finding of violation of interpretation wth respect to free- 
riding and withholding sustained, but penalty modified in view of surrounding 
circumstances. 

Finding of failure to supervise set aside, where record did not sustain such 
finding against respondent who was not charged with substantive violation. 


APPEARANCES : 

James S. McClellan, for respondents. 

Lloyd J. Derrickson and Dwight D. Keen, for the National Associa- 
tion of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 
THE PROCEEDINGS 

Jerome Tegeler and his son, Timothy J. Tegeler, both formerly 
associated with the broker-dealer firm of Dempsey-Tegeler & Co., Inc., 
have applied, pursuant to Section 15A(g) of the Securities Exchange 
Act, for review of disciplinary action taken against them by the Na- 
tional Association of Securities Dealers, Inc. (“NASD”). 

The complaint initially issued by the NASD District Business Con- 
duct Committee in October 1969 charged that during February 1969 
the firm and Timothy Tegeler, a registered representative, violated 
Section 1 of Article III of the NASD’s Rules of Fair Practice and the 


45 S.E.C.—34——10747 
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NASD Board of Governors’ Interpretation issued under ‘the section 
with respect to Free-Riding and Withholding in connection with the 
firm’s participation in a public offering of shares of common stock of 
Kayot, Inc.1 The District Committee in May 1970 found violations as 
charged, censured the firm and Timothy, and fined them $1,000 jointly 
and severally. 

The NASD’s Board of Governors determined on its own motion to 
review the District Committee decision.? After a hearing, the Board 
remanded the matter to the District Committee with instructions to 
add another individual, an officer of the firm, as a respondent to deter- 
mine the extent, if any, of his responsibility for the violations. The 
District Committee thereupon issued a second complaint in November 
1970, adding as respondents not only the officer specified by the Board 
but also Jerome Tegeler, the firm’s president. After a further hearing, 
the District Committee in August 1971 again found that Timothy and 
the firm had violated the Free-Riding and Withholding Interpreta- 
tion, and also that the firm and Jerome had failed adequately to 
supervise Timothy in violation of Section 27 * as well as Section I of 
Article III of the NASD’s Rules of Fair Practice, but dismissed the 
charges of failure of supervision against the third individuai re- 
spondent. After weighing various factors considered in mitigation, 
including the circumstances under which the firm acquired its par- 
ticipation in the Kayot offering, the prior good record of the respond- 
ents and the hardships sustained incident to the liquidation of the firm, 
the District Committee determined that the firm and the Tegelers 
should each be censured and assessed with costs of the proceedings. 

The Board of Governors, again on its own motion, determined to re- 
view this second decision of the District Committee. After a hearing, 
the Board in February 1973 issued its decision in which it affirmed the 
findings made by the District Committee of violation and failure to 
supervise, as well as the dismissal of the charges against the third 
individual respondent. The Board determined, however, to increase 
the penalties on the Tegelers by adding a fine of $5,000. This appeal 
followed. 


THE VIOLATIONS 


In February 1969 a public offering was made of 120,000 shares of 
Kayot stock at a public offering price of $12 per share. The stock went 


1Section 1 of Article III requires the observance of high standards of commercial 
honor and just and equitable principles of trade. The Free-Riding and Withholding Inter- 
pretation recited that it was a violation of Section 1 if a member participating in a public 
securities offering failed to make a bona fide public distribution at the public offering price. 

2The Board is authorized to do this under Section 15, NASD Code of Procedure for 
Handling Trade Practice Complaints. 

3Section 27 provides among other things that each member shall establish, maintain 
and enforce written procedures which will enable it to supervise properly the activities 
of each registered representative to assure compliance with all applicable laws and rules 
of the Association. 


246-829 0 - 79 - 34 
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to a premium in the immediate secondary market, with bid and ask 
quotations of 22-25. The firm as part of the underwriting group had 
received 3,000 shares for distribution, of which it sold 800 shares, or 
26.7%, to an account of Donald B. Walker, Timothy’s father-in-law. 

The Free-Riding and Withholding Interpretation stated that the 
sale by a member firm of publicly offered securities to specified re- 
stricted accounts, including accounts of members of the immediate 
family of any person associated with the firm, was a violation of 
Section 1 of Article III unless the firm could demonstrate that the 
securities were sold to such restricted accounts in accordance with 

their normal investment practice with the firm and that the aggregate 
of the securities so sold was insubstantial and not disproportionate in 
amount as compared to sales to the public.* The Interpretation further 
specifically included a father-in-law in the definition of “immediate 
family.” ° 

Timothy testified before the NASD that when he and Walker, his 
father-in-law, saw Lowell Andreas, chairman of the board of Kayot, 
on a social visit in October 1968, Andreas mentioned that Kayot ex- 
pected to make a public offering of securities; that Walker, who for 
years had been a close friend and was also a business associate of 
Andreas, stated that he wished to participate in the public offering; 
that Andreas undertook to obtain some of the securities for Walker 
and ultimately was responsible for the managing underwriter allocat- 
ing some shares to the Tegeler firm as a means of accommodating 
Walker; that in view of this background Walker understood and de- 
manded that all the shares allocated to the firm be sold to him; that 
the Tegelers refused this demand and after considerable discussion 
between themselves determined that Walker would be given only 800 
shares; and that Walker, who had then gone into the market to pur- 
chase more shares at the premium prices there prevailing, still re- 
tained some of his shares. 

Respondents argue that under these circumstances there was no 
violation and no failure to exercise supervision. They state that the 
sale of shares to Walker flowed from his business association with 
Andreas rather than his family relationship to Timothy; that 
Walker’s account with the firm reflected a substantial activity prior to 
the Kayot transactions; and that the decision to limit Walker to 800 
shares was a business judgment made in the good faith belief that such 
action was appropriate under the withholding interpretation. They 
assert that since the firm’s participation in the Kayot offering flowed 
from Andreas’ desire to accommodate Walker, the sale to Walker of 
800 shares out of a participation of 3,000 was not disproportionate. 


NASD Manual, pp. 2039-2041. 
5 NASD Manual, page 2045. 
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We agree with the NASD that the firm made sales of Kayot securi- 
ties to a restricted account in an amount which was disproportionate 
when compared to its sales to the general public, in violation of Sec- 
tion 1 and the Free-Riding and Withholding Interpretation there- 
under. As we have previously noted, the “disproportionate” test which 
is a principal element in the requirement that a bona fide public distri- 
bution be made, is to be measured against a member’s allotment.* The 
sales to Walker’s account, representing over 26% of the firm’s allot- 
ment, were disproportionate in comparison with the amount offered to 
the public.” That the firm’s participation in the offering was directed 
by the issuer’s chairman in order to accommodate Walker, and that the 
Tegelers resisted Walker’s demands for the entire allotment and 
allowed him only 800 shares in the mistaken belief that such amount 
would not be inconsistent with their obligation to make a bona fide 
public distribution may be mitigative factors to consider in fixing the 
nature of the sanctions to be imposed in the public interest, but do not 
negate or preclude the findings of violations of the NASD Rules. 

Jerome Tegeler asserts that he undertook in good faith to supervise 
Timothy in connection with the sales, and that while what happened 
may have-been a mistake in judgment as to what was permissible it 
was not a failure of supervision. Under the circumstances of this case 
we are disposed to agree.® If the record of this case supports any 
charge against Jerome Tegeler, it is that he paraticipated in the ar- 
rangement whereby the 800 shares were routed to Walker from the 
issuer through the member firm. Jerome Tegeler, however, was not 
charged with such a violation in the NASD proceedings. Since it 
would not be fair and orderly for us now to find he committed a viola- 
tion he was not charged with,® and since we conclude that under the 
circumstances of this case the record does not support a finding that he 
was guilty of the violation he was charged with, we shall set aside the 
NASD’s action against Jerome Tegeler.*° 


6 Rothschild Securities Corporation, 45 S.H.C. 444 (1974); L. H. Rothchild € Co., 41 
S.E.C. 729, 731 (1963) ; First California Company, 40 S.E.C. 768, 771 (1961). 

7 Rothschild Securities Corporation, supra; Rentz & Company, Inc., 43 S.E.C. 436, 441 
(1967). 

8“Failure of supervision . . . connotes an inattention to supervisory responsibilities, a 
failure to learn of improprieties when diligent application of supervisory procedures would 
have uncovered them.” Anthony J. Amato, 45 S.E.C. 282, 286 (1973). 

® Section 15A(b)(10) of the Act requires that a registered securities association’s rules 
provide ‘‘a fair and orderly procedure with respect to the disciplining of members and 
persons associated with members,” including the requirements that “specific charges be 
brought,” and that “such member or person shall be notified of, and be given an opportunity 
to defend against, such charges.” Section 4 of the NASD’s Code of Procedure for Handling 
Trade Practice Complaints provides that all complaints “‘shall specify in reasonable detail 
the nature of the charges and the Rules” allegedly violated. 

10 Section 15A(h)(1) provides that if we determine that the acts or practices engaged 
in are not prohibited “by the designated rule or rules of the association,” we shall set 
aside the action of the association. 
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We turn then to the question whether the $5,000 fine as applied to 
Timothy Tegeler is excessive or oppressive, having due regard to the 
public interest. We are in accord with the desire and intent of the 
NASD Board of Governors to impress upon respondents the impor- 
tance of complying with applicable regulatory requirements. We also 
recognize the mitigative factors adverted to by the NASD District 
Committee: that the manner in which the firm acquired its participa- 
tion was mainly dependent on the personal relationship between the 
customer and the Chairman of the Board of the issuing company who 
intended that the customer receive the entire allocation instead of only 
the 800 shares he was permitted to buy; that the firm, which was an 
active participant in the underwriting of new issues, had an otherwise 
good record with respect to compliance with the free-riding interpre- 
tation; and that the respondents have already suffered extreme hard- 
ships in connection with the liquidation of the firm.’! Without 
condoning the violations, we note that the record reflects what appears 
to have been a good-faith though misguided effort to comply with the 
Interpretation rather than a flouting of it or an intent to evade it. 
Under all the circumstances we conclude that censure and a $1,000 fine 
against Timothy Tegeler, corresponding to the sanctions originally or- 
dered by the NASD District Committee, are adequate and appropriate 
sanctions, with due regard to the public interest. 


Accordingly, IT IS ORDERED that the NASD action against 
Jerome Tegeler be, and it hereby is, set aside, and that the penalties 
against Timothy Tegeler be, and they hereby are, modified to censure 
and a $1,000 fine. 

By the Commission (Chairman Garretr and Commissioners Loomis, 
Evans and Sommer), Commissioner Pottack not participating. 


41 At the hearings respondents testified that Jerome was out of the securities business 
and that Timothy was associated with another broker-dealer at a much lower scale of 
compensation. 

The New York Stock Exchange in August 1970 had appointed a liquidator to wind up 
the firm’s business and it ceased activities as a broker-dealer. The firm thereafter withdrew 
an answer it had previously filed in administrative proceedings unrelated to the NASD 
matter brought by this Commission, thus permitting them to be disposed of in accordance 
with our Rules of Practice respecting defaults. On this basis, the firm’s registration as a 
broker-dealer was revoked. Dempsey-Tegeler & Co., Inc., Securities Exchange Act Release 
No. 9330 (September 10, 1971). 

Subsequently, Jerome Tegeler, without admitting or denying any charges, consented to 
findings that he failed reasonably to supervise persons under his supervision with a view 
to preventing various violations of the securities laws, including recordkeeping, hypotheca- 
tion and credit extension requirements, and to a bar from association with any broker 


or dealer. Jerome F. Tegeler, Securities Exchange Act Release No. 10658 (February 27. 
1974), 3 SEC Docket 615. 





IN THE MATTER OF 
I.M.H.—ONE 


File No. 3-4124. Promulgated April 22, 1974 
Securities Act of 1933 


ORDER OF THE COMMISSION 


In these stop-order proceedings under the Securities Act, the admin- 
istrative law judge found the registration statement deficient and mis- 
leading. He recommended that a stop order issue. 

When the initial decision was about to become effective, registrant 
sent us a telegram in which it stated that its attorney was abroad and 
that briefs would be filed. The telegram also asked that the effective 
date of the initial decision be delayed. This communciation was treated 
as a petition for review of that decision and granted. Although the or- 
der granting review provided for the filing of a brief in support of the 
petition by December 15, 1973, none has been filed and no further ex- 
tension of time has been sought. Nor has registrant excepted to any- 
thing that the administrative law judge did. In these circumstances 
we see no reason to disturb the initial decision. Hence we affirm it. 

Accordingly, on motion of the Commission’s Division of Enforce- 
ment, IT IS ORDERED that the initia] decision in these proceedings 
be, and the same hereby is, summarily affirmed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Sommer); Commissioner Potiack not participating. 


45 S.E.C.—33——5484 





IN THE MATTER OF 
ROBERT MANUFACTURING CORPORATION 
File No. 3-3469. Promulgated April 30, 1974 
Securities Act of 1933 


EXEMPTION FROM REGISTRATION 


Grounds for Suspension of Exemption 


Where Regulation A offering circular did not disclose a brokerage commission 
received by a director of the issuer who was also a controlling person of the 
underwriter, and was never amended to disclose the issuer’s post-filing loss of 
its equipment and inventory by reason of foreclosure, held, circular false and 
misleading and exemption permanently suspended. 


Curative Verbal Amendment 


Contention that defective filing was cured by conversations with the Com- 
mission’s staff which allegedly effected curative verbal amendment, rejected. 


Good Faith 


Primary concern in a Regulation A suspension proceeding is not the issuer’s 
good faith, but the accuracy of its filing. 


APPEARANCES: 


Willis H. Riccio and Nancy L. Driggs, of the Boston Regional 
Office of the Commission, for the Division of Corporation Finance. 
Paul D. Hoffman, president, for Robert Manufacturing Corporation. 


FINDINGS, OPINION AND ORDER 


Our order temporarily suspending a claimed Regulation A exemp- 
tion with respect to a proposed public offering of the common stock 
of Robert Manufacturing Corporation * alleged that the offering cir- 
cular was materially deficient because: 

(A) It was never amended to disclose the fact that Robert no 
longer had any of the machinery, equipment and inventory spoken 
of therein. This property was gone because of a post-filing fore- 
closure by the bank whose loan was secured by it. The assets in 
question had been sold at auction, and Robert had been divested 
of any interest in them. 

(B) The statements therein with respect to Robert’s relation- 
ship to the underwriter were incomplete. No reference was made 


1100,000 shares were to be offered at $3 a share. 


45 S.E.C.—33——5489 
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to the fact that a controlling person of the underwriter, who was 
also a director of Robert, had acted as co-broker in the transaction 
by which Robert leased certain premises from their owner. This 
co-broker received half of the commission that the landlord paid 
his broker. 

Robert’s answer admitted both allegations. It also asked that the 
suspension be made permanent. Hence the answer raised no issues. 
Nevertheless, Robert asked for a hearing. So one was held before an 
administrative law judge. 

Robert’s president was the only witness. He stressed the following 
undisputed facts: 

1. The division of the real estate brokerage commission between 
the landlord’s broker and Robert’s underwriter had been concealed 
from him and from the issuer. 

2. The foreclosure was a post-filing event that could not possibly 
have been disclosed or even foreseen when the filing was made.’ 

3. It was he who had first brought the underwriter’s undisclosed 
brokerage commission and the foreclosure to our staff’s attention. 
These disclosures were wholly voluntary. 

In addition, Robert’s president contended that he had been misled 
by the underwriter and by his former attorneys. In his view they had 
frustrated his efforts to cure the deficiencies in the circular by appro- 
priate amendment. He asked the administrative law judge to take 
these mitigative factors into account and to note that neither he nor 
Robert had been guilty of any wrongdoing. But he did not object to a 
permanent suspension.® 

The administrative law judge agreed in large measure with the 
points Robert’s president had made. He found that “it is clear from 
the record that issuer did make attempts to correct an unhappy situa- 
tion and that it received no help from those it depended upon, includ- 
ing the underwriter.” The initial decision also noted that Robert’s 
president had cooperated with our staff. But in view of the undis- 
puted deficiencies in the circular and the absence of any objection to a 
permanent suspension, the administrative law judge concluded that 
the suspension should be made permanent. 

The case is here on petitions for review by Robert and by its pres- 
ident.* Those petitions do not object to a permanent suspension. Nor 
do they question the findings based on the failure to disclose the 


2 The offering circular did state that the company was insolvent. 

3 At the hearing he testified : 

“Q. Is it your view that the public at this point can best be protected by this order 
becoming permanent? 

A. Absolutely.” 


«After the petitions were granted, petitioners and our Division of Corporation Finance 
filed briefs with us. Our findings are based on an independent review of the record. 
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brokerage commission. Indeed, they applaud them.° Petitioners raise 
but one narrow issue. They say that they “refuse to accept the suspen- 
sion of the exemption based on the allegation by the Commission of 
the nondisclosure of the foreclosure sale.” 

This refusal is bottomed on the uncontroverted fact that Robert’s 
president told our staff about the foreclosure and that he did so vol- 
untarily at a time when the staff knew nothing at all about the matter. 
Petitioners argue that they thus effected a curative verbal amendment 
and that no further action on their part was needed. This contention 
seems made in good faith. Petitioners were unrepresented by counsel 
and are obviously unfamiliar with the securities laws. 

Hence they may well believe that full and prompt disclosure to cur 
staff was sufficient. If so, they are mistaken. Regulation A filings are 
public documents. Defects in them are not cured by simply telling our 
staff what is wrong.® 

Robert’s intentions and those of its president seem to have been 
good. Like the administrative law judge, we find nothing in the record 
to suggest an intent to deceive.’ However, our concern here is not with 
the purity of the issuer’s motives but with the accuracy of its filing.® 

Accordingly, IT IS ORDERED, pursuant to Rule 261 of Regula- 
tion A under the Securities Act of 1933, that the exemption from reg- 
istration with respect to the proposed offering of common stock by 
Robert Manufacturing Corporation be, and it hereby is, permanently 
suspended. 

By the Commission (Commissioners Loomis, Evans and Po.iacg) : 
Chairman Garrerr and Commissioner SomMEr not participating. 


5A marked antagonism has developed between the issuer and its president, on the one 
hand, and the underwriter on the other. 

®If an issuer intends to go forward with an offering, corrective written amendments 
are essential. Rule 256(e) of Regulation A states that ‘“‘In no event shall an offering 
circular be used which is false or misleading in light of the circumstances then existing.” 
See also 8.H#.C. v. Manor Nursing Centers, Inc., 458 F. 2d 1082, 1095-1096 (C.A. 2, 1972) 
and the cases there cited. 

Here, however, there was no intent to proceed. Plans for the offering had been abandoned 
even before the foreclosure. Hence withdrawal should have been sought. And that was our 
staff’s conclusion. It urged Robert’s president to submit a request for withdrawal. Indeed, 
he actually did so. But he later rescinded his request for withdrawal. That rescission was 
unfortunate. We cannot tell from the record exactly why he finally decided against with- 
drawal. But we doubt that he would have made that decision had he been properly advised 
by competent counsel. 

7 As the preceding footnote indicates, we think that petitioners made some mistakes of 
law. But errors of that character carry no implication of wrongdoing. 

8See Tabby’s International, Inc., 45 S.E.C. 69, 71-72 (1972), Affirmed per curian 
on the Commission opinion sub nom. Tabby’s International, Inc. v. S.E.C., CCH Fed. Sec. 
L. Rep. { 94,014 (C.A. 5, June 5, 1973) ; Franchard Corporation, 42 S.E.C, 168, 174 (1964) ; 
Clinton Engines Corporation, 42 S.E.C. 358, 358 (1964). 





IN THE MATTER OF 
SPENCE & GREEN CHEMICAL COMPANY 


File No. 3—4117. Promulgated April 30, 1974 


Securities Act of 1933 


ORDER OF THE COMMISSION 


The order initiating this Regulation A suspension proceeding alleged 
that the filing was materially deficient because: 

(1) Essential information about the company’s history, business, 
processes and patents was lacking; 

(2) The $500,000 limit imposed on the offering by Section 3(b) 
of the Securities Act was exceeded; and 

(3) Required disclosures with respect to prior sales of the is- 
suer’s unregistered securities were omitted. 

The administrative law judge found these allegations true and 
concluded that the suspension should be made permanent. 

With respect to the charge that essential information was lacking, he 
noted that the issuer’s president “has refused to supply any of this in- 
formation on the ground that it is all of a proprietary nature and can- 
not be disclosed even on a confidential basis to the staff of the 
Commission.” His finding that the $500,000 statutory limit had been 
exceeded turned on the fact that never since its incorporation in 1956 
had the issuer realized net income from operations. Rule 253 of Regu- 
lation A prescribes a special rule for such cases. It requires that all 
securities issued to officers, directors, promoters, and underwriters be 
included in computing the amount of the offering.’ That the amount 
of the offering came to more than $500,000 when computed in ac- 
cordance with this rule is undisputed. The issuer and its president 
argue that the rule is inapplicable because the company has had income. 
As the administrative law judge pointed out, this conclusion (which 
he rejected) is arrived at by “redefining income as gain and then as- 


1 This requirement is inapplicable if “effective provision is made, by escrow arrangements 
or otherwise, to assure that none of such securities or any interest therein will be reoffered 
to the public within one year after the commencement of the offering hereunder and that 
any reoffering of such securities will be made in accordance with the applicable provisions 


of the Act.” Rule 253(c). But no escrow arrangements are claimed to have been made in 
this case. 


45 S.E.C.—33 5490 
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serting that research and development was the character of the busi- 
ness and having completed its research Spence & Green’s gain is 
almost immeasurable.” Prior sales of unregistered securities were 
concededly made. The issuer contended, however, that registration was 
not required because its earlier offerings fell within the intrastate and 
private offering exemptions from the Securities Act’s registration 
requirements. The administrative law judge found these claims un- 
supported by the evidence. He pointed out that much of the issuer’s 
stock had come into the hands of out-of-state residents, that unreg- 
istered shares had been resold under circumstances that appeared to 
negative the availability of the private offering exemption, and that 
the issuer had been informed that these transactions may have violated 
the Securities Act so that there was a substantial possible contingent 
liability to purchasers—which was undisclosed. 

The issuer’s petition for review having been granted, our Division 
of Enforcement moves for summary affirmance. It notes that the 
issuer did not choose to file a brief in support of its petition and con- 
tends that the petition itself has not made the “reascnable showing” 
of error or importance required by Rule 17(d)(2) of our Rules of 
Practice. No answer to the Division’s motion has been filed. 

After a review of the initial decision and of the petition, we are con- 
strained to agree with the Division. The issues that the petition seeks 
to raise are peripheral ? or spurious.® 

Summary affirmance is therefore appropriate.‘ 

Accordingly, IT IS ORDERED that the initial decision be, and it 
hereby is, summarily affirmed pursuant to Rule 17(d) of the Commis- 
sion’s Rules of Practice. 

By the Commission (Commissioners Loomis, Evans and PoLuack) ; 
Chairman Garrett and Commissioner Sommer not participating. 


2Much of it is devoted to inconsequential evidentiary details and to attacks on our 
staff that have no bearing on the issues here. 


’ For example, it reiterates the argument that potential income is to be equated with 
actual income. 

4The issuer has asked for oral argument. Rule '21(a) of our Rules of Practice provides 
that such requests will be granted “unless exceptional circumstances make oral argument 
impractical or inadvisable.’’ In view of the issuer’s failure to oppose the instant motion, 
the inadequacy of its petition for review, and its failure to supplement that petition with a 


brief, we find such “exceptional circumstances” present here. Hence the request for oral 
argument is denied. 





IN THE MATTER OF 


IMPERIAL ‘400’ NATIONAL, INC., ET AL. 
DEBTORS 


Promulgated May 15, 1974 


SECOND SUPPLEMENTAL ADVISORY REPORT OF THE SECURITIES 
AND EXCHANGE COMMISSION ON THE SCHIAVONE PLAN OF 
REORGANIZATION 


Our first supplemental report, Jn re Imperial ‘400’ National, Ine., 
45 S.E.C. 338 (1973),1 dealt with four plans of reorganization. We 
then concluded that the plans did not satisfy required statutory stand- 
ards, but indicated in detail the amendments necessary to make them 
fair and equitable and feasible. The plan proposed by Schiavone Con- 
struction Co., Inc. (“Schiavone”) has been amended to conform sub- 
stantially with our suggestions. The other three plans have not been 
so amended.” We conclude that the Schiavone Plan, as amended, is fair 
and equitable and feasible. 

Certain portions of our previous reports are no longer applicable. 
We attach hereto, a summary of the pertinent parts of our prior re- 
ports pursuant to Section 175(3) of Chapter X of the bankruptcy Act.° 

By the Commission. 
Gerorce A. Firzstmmons, 
Secretary. 

1 We had previously filed our initial advisory report, In re Imperial ‘400’ National, Inc., 
45 S.B.C. 36 (1972). 

2¥For a full description and discussion of such plans, which were proposed by American 
Realty Trust, Continana Corporation and Burnham & Co., Incorporated, see our first 
supplemental advisory report, 45 S.E.C. 338, pp. 344-347 and 361-374 (19738). 

311 U.S.C. § 575(3). In Title 11 of the United States Code the numbers of the sections 
of the Bankruptcy Act comprising Chapter X are higher by 400 digits than the Act itself. 
Thus, Section 175 of Chapter X is Section 575 of Title 11 of the Code. Henceforth we 


shall refer solely to the Bankruptcy Act section numbers unencumbered by parallel 
citation to those in the Code. 


45 S.E.C.—CR——314 
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SUMMARY OF ADVISORY REPORTS OF SECURITIES AND 
EXCHANGE COMMISSION 


I. THE DEBTOR 


Imperial began in 1959 with the purpose of building and thereafter 
operating a chain of budget motels. By mid-1965 the chain had been 
expanded to 116 motels in 38 states. Its emphasis was on recruiting 
“co-owners” for the motels. 

Imperial and the co-owner would form a partnership to operate the 
motel. Under the partnership agreement the co-owner was obligated 
to reside at the motel and run it. In a few cases additional non-resident 
co-owners were added as limited partners. The resident co-owner is the 
manager of the motel and normally receives 10% of its gross receipts.* 
Rent, operating expenses and mortgage installment are paid by the 
partnership.® Profits and losses are divided between Imperial and the 
co-owner or co-owners in accordance with their respective interests in 
the partnership. 

This co-owner format facilitated Imperial’s rapid growth in two 
ways. The addition of capital from co-owners to its own limited re- 
sources enabled Imperial to develop more motels than it otherwise 
would have. More significantly, Imperial made substantial profits on 
its sales to co-owners. Thus for financial reporting purposes such 
transaction created substantial book income at a time that the motels 
themselves tended to be unprofitable. Imperial was inadequately capi- 
talized and financed much of its growth by borrowing. 

Imperial’s growing financial difficulties alarmed the two large com- 
mercial banks on whom it depended. In the spring of 1965 they called 
their loans and applied the money in Imperial’s checking accounts 
against the amounts due them. The banks’ action forced Imperial to 
seek relief under the Bankruptcy Act on June 8, 1965.° 


II. TRUSTEE’S ADMINISTRATION 


Thomas J. O’Neill, Esq., the trustee, disposed of unprofitable motels 
and purchased co-owners’ interests whenever it seemed desirable to do 
so. At May 31, 1973, there were 96 Imperial motels, of which 9 were 
owned and operated by franchisees, 29 were wholly-owned by 
Imperial ‘ and 58 were owned by partnerships. 


*The motel’s office expenses are paid out of the 10% of the motel’s gross receipts paid 
to the co-owners. 


5 Each motel is separately mortgaged. 
® Proceedings include Imperial and eight of its facilities. The affiliates are not material. 


7One of these motels is operated by a third party under a lease arrangement with 
Imperial. 
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The financial results of the trustee’s operations are shown in Table I 


below: 


TABLE I 


Income (loss) 

Calendar year ended December 31 Gross revenues before income 
taxes and extraor- 

dinary items ¢ 








1966 * $10, 204, 700 ($84, 333) 
1967 * 11, 216, 900 71, 821 
1968 > 12, 227, 400 276, 255 
1969 > 12,701, 600 682, 361 
1970 > 12, 596, 400 896, 478 
1971 > 11, 965, 300 903, 211 
1972 b 11, 843, 400 1, 052, 544 





* Unaudited. 
b Audited. 


¢ Income taxes were insignificant because of a tax loss carry forward. Extraordinary items were also minor 
in all years except 1972. 


The improvement in the trustee’s operations, aside from better per- 
formance, reflects the elimination of uneconomic units from the chain. 


III. ASSETS, LIABILITIES AND CAPITAL STOCK 


Apart from cash and certificates of deposit, Imperial’s assets consist 
primarily of its interests in motel properties. Table II summarizes the 
audited consolidated balance sheets, including the partnerships, for 
the calendar years 1970-1972, inclusive. 


TABLE II 
[000’s omitted] 





December 31 
1971 1972 





Cash and marketable securities $2, 328 $2, 599 
Notes and accounts receivable *_ ..........---------------------- 544 529 


Current assets 2, 872 3, 128 
Dromercies Gnd equinmients . 2.5 toes ea eel see cee 21, 905 20, 188 
Less: deferred income on motels in joint ownership-.-....-.- (2, 476) (2, 151) 
PPETOILE MIMD DIODE GUMS 4 i 63 6a secckotenklavencs-csataeaneude 251 222 
Accounts receivable—non current ® 112 97 
RINE 6 gtr ce one Boe ge ies can 479 436 


23, 143 21, 920 








Current accounts payable and accrued expenses. --........------ 1, 145 815 
ION DEUGING SS «ccna cesksan ti uuuadeccdtedecedesdasasesece 404 457 
Mortgages and contracts payable 4 12, 096 10, 022 
Coowners’ equity in partnerships 2, 670 2, 612 


Obligations not affected by plan 16,315 13, 906 
Claims payable 5,905 5, 887 
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TABLE II—Continued 
[000’s omitted] 


December 31 


1971 


6.6 pet preferred stock 1,452 shares 
Common stock and paid in surplus, less Treasury stock 837,722 


»Allowances for doubtful accounts deducted 255 
bAccumulated depreciation deducted 
Current portion of: 
78 
4 Mortgages and contracts. 02222-2222 cc 28 eset 1,235 
e Before provisions for accrual of: 
Interest on claims 2, 503 2,901 
Preferred dividends 77 86 


Ten motels are on land owned directly by Imperial. The land is 
carried at its $1,184,000 cost. Two are on land owned by partnerships. 
The rest are on leased ground. All of the motels are mortgaged,® and 
a portion of the Imperial owned land is separately mortgaged. Most 
of the notes payable are $443,000 of installment notes issued by the 


trustee for the acquisition of co-owners’ interests. At Decem- 
ber 31, 1972, the total unpaid principal balance due on the mortgages 
and to co-owners for the purchase of their interests was approximately 
$10.5 million. All of these obligatinos are being paid currently. The 
co-owners’ share of the partnership mortgage debt approximated $2.3 
million at the end of 1972. Hence Imperial’s share of the entire mort- 
gage debt (including the trustee’s obligations to co-owners) to be as- 
sumed by the reorganized company, was $8.2 million at Decem- 
ber 31, 1972. Approximately $1.3 million will be paid in 1973, of which 
over $1 million would apply to Imperial’s share. All four of the plans 
dealt with in this report provide that this mortgage debt is to be left 
unaffected. 

Substantial progress has been made, since the last report, in settling 
and liquidating claims. At June 15, 1973, the pending claims on which 
no order had been entered had been reduced to about $390,000. Almost 
all of these remaining claims are the subject of pending settlement 
agreements. The $123,372 for which they are to be settled is covered 
by the $5,887,000 of claim liability shown in the audit.® Minor adjust- 
ments will occur, but do not seem material in amount. 


§ Imperial has acquired the mortgages on two partnership motels in 1973 which remain 
as partnership obligations but as a debt to Imperial. The mortgage on another partnership 
motel was paid in full in 1973. 

®The $392,841 of notes payable to Union Bank are also included in the balance sheet 
total, although the trustee is asserting a counterclaim. 
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Total claims and preferred stock are reported in the audit of 
December 31, 1972, at their principal amounts, as shown in Table III. 
We have computed interest and cumulative preferred dividends to 
December 31, 1973. 

TABLE III 
[000’s omitted] 
Total including 


accruals to 
Principal Dec. 31, 1973 


$3, 193 
Other general claims 5 14,415 
614 percent subordinated debentures 1,548 
Accrued interest to June 3, 1965 27 


9, 183 
231 


9, 414 





1 As explained more fully in our previous report, 45S.E.C. (36, 46n. 42), claims not bearing a contractual rate of 
interests are entitled to the governing legal rate. The legal rate of interest in New Jersey has varied during 
the course of the proceeding: 





Period Rate Percent 
(percent) accrual 





June 3, 1965 to June 30, 1968. 18. 4767 
July 1, 1968 to Apr. 15, 1970 13. 4178 
Apr. 16, 1970 to Apr. 6, 1971 fs 7. 7808 
Apre. 7, 1971 to Dec. 31, 1973 20. 5274 


60. 2027 





The debentures and the common stock of Imperial are publicly held. 


IV. INCOME AND VALUATION 


The “value” of a business for corporate reorganization purposes 
turns principally on its earning capacity. As Judge Frank observed: 
“Value is the present worth of future anticipated earnings. It is not 
directly dependent on past earnings.” ?° The application of this stand- 
ard “. . . requires a prediction as to what will occur in the future, an 
estimate, as distinguished from mathematical certitude, is all that 
can be made. But that estimate must be based on an informed judg- 
ment which embraces all facts relevant to future earning capacity and 
hence to present worth, including, of course, the nature and condition 
of the properties, the past earnings record, and all circumstances 


10 Frank, Epithetical Jurisprudence and the Work of the Securities and Exchange Com- 
mission, 18 N.Y.U.L.Q. Rev. 317, 342, n. 68 (1941) (emphasis in original) cited with ap- 
proval in Protective Committee v. Anderson, 390 U.S. 414, 442 n. 20 (1968). 
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which indicate whether or not that record is a reliable criterion of 
future performance.” 


1. THE TRUSTEE’S VALUATION 

The trustee’s general manager projected total 1972 gross revenue at 
$12,350,000. He believed that this would produce a net pre-tax income 
of $1,156,000. For 1973 the general manager projected a further 4% 
growth increasing pre-tax income for that year to $1.2 million. He 
considered these increases probable because 1969-1971 was a recession 
period for the motel industry and because the trend had turned 
upward.’” 

The trustee retained Dr. Michael Kawaja, a financial expert, to 
value Imperial. In July 1969 he had presented a comprehensive valua- 
tion report, which he updated at the April 1972 hearings. He accepted 
the trustee’s projected revenues and pre-tax earnings for 1972. He 
divided the projected 1972 after-tax income into two segments, which 
he capitalized at different rates to reach an enterprise valuation of 
$18,773,000,1* as follows: 








Income Rate Value 
(percent) 
ERRORS GROIN 5 0 oon an cantd ence ehneecedeenees 1 $529, 000 8 $6, 613, 000 
DICCANOOMIO So. a occ swe ne Bona gw atnne ete te 608, 000 5 12, 160, 000 
OGG. 2 Ss «onto s ones eae ae eae eeee ee NT IRts 00 codlbh na Sedo 18, 773, 000 





1 Excluding co-owners’ portion of the aggregate interest expense of $745,000, Dr. Kawaja used a flat 71%. 
The more precise figure for Imperial’s share of the interest expense would be $548,000. This difference ac - 
counts for the discrepancy between the total income in the above computation and $1, 156,000 actually 
projected. 

Although the average interest rate on Imperial’s mortgage debt, 
which is not affected, is 6.68%, his 8% capitalization rate is based on 
what Imperial would have to pay for new mortgage money. He con- 
sidered current market valuations of motel stocks “inflated” and ap- 


plied a multiplier of 20 to the net income of Imperial. 
2, THE CoMMISSION’sS VIEW 


As Dr. Kawaja recognized in his testimony, we have historically 
avoided the segmented income approach to valuation in reorganiza- 
tion cases, and sought a value for the enterprise as a whole, before 
interest. This preference is based on the fact that generally the debt 
structure is adjusted in a Chapter X reorganization. Hence what 
must be determined first is the value of the enterprise, upon which 


11 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 526 (1941). 

12Gross operating revenues for the first quarter of 1972 were $2,582,116. Imperial’s 
gross revenues during the first quarter of 1971 from the motels now operated by the 
trustee were $2,421,350. The revenues for the first quarter of 1972 thus reflects a 6.6% 
increase over the same period in 1971. 

13The value found in July 1969 was $21,975,000 using the same basic valuation 
approach. The disparity is primarily due to the exhaustion of the $818,000 tax loss 
carryforward then available and to changes in interest expenses. 
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the appropriate pro forma debt and equity structure is necessarily 
premised. 

None of the plans before us affects the mortgage debt or the notes 
payable to co-owners, and the debtor is in an industry in which such 
debt is part of the normal capital structure. Hence, it is appropriate 
and convenient to focus on the income after interest. Accordingly, 
Dr. Kawaja’s attempt to ascertain the present value of the outstand- 
ing mortgages seems to us an unnecessary refinement. Imperial’s pres- 
ent mortgage debt is a fact and its service is fully provided for. The 
fact that its terms are relatively favorable cannot reduce the value of 
the equity in the enterprise. 

Audited results for the calendar years 1971 and 1972 are now avail- 
able. They proved to be slightly more favorable in terms of operating 
profits than the preliminary (1971) and the projected (1972) data 
used in our previous report. Table IV summarizes Imperial’s actual 
consolidated income for the years 1970-1972. 


TABLE IV 
[000’s omitted) 














1970 1971 1972 
NE SIE Ot TINO oo nooo ann a anetacteatgsoncunee $11, 666 $11, 606 $11, 824 
Ree REI og rs ee i see aie ganas 199 87 102 
Ne a ee eit eee ae oe eo age mee a 11, 865 11, 693 11, 926 
eh GCE Rite CRINONOUN oy aio 2 na cnc ae cdavcotcccasusasusie-saen 8, 017 7, 981 8, 160 
eee aint ERE Ce oe enn eres wee ce 908 803 740 
Depreciation—Imperial share ®_ __..-.....-.-.-.-...-.-...-..-.. 7 793 871 
Depreciation—co-owner share >. .._._.._....-...-.---.-...-.---- 492 404 364 
SMR score ee Sager a a eek ete aas Sees eh eek 10, 207 9, 981 10, 135 
©o-owner promt—pro forma ©. 22.225 <5 2S 368 339 424 
General and administrative expense. -._--..--...---...---.---.-- 302 390 381 
GRR it ae hae ei cn awa rn slam donate seas wu hae ae 10, 877 10,710 10, 877 
Income from: 
continuing operatings before income tax___-.-.-.-.------.-- 988 983 1,049 
Operating loss-discontinued motels, and co-owners’ share on 
interests subsequently acquired >.........-.---.-.-.-.---- (125) (131) (62) 
Income from operations—actual - - .....-.--.-....----.-.-----.-- 863 852 987 
[og Spey ai ease Se le Se, ee eee 42 60 242 
Interest on trustee’s investments. . -.................--.......-. 32 51 66 
rane str 1006 TIGIG 6S 829E Se oS a ce (51) (96) (16) 
IND RARE UN on is at acs aa enine einen nnehcn nudes (29) (27) (21) 
oy En alli A La IES Gee RE OIE ee ep a pee een 2 ER 14 
INCU INCOMIO—TIEr QUOI... on hea nest ee LL eu 857 840 1,272 





® After offsetting the amortization of the write-up of fractional interests retained in motels against the 
related depreciation charge. This item appeared as a separate figure in previous Tables IV and VI. 

b The audit reports for 1971 and 1972, unlike the previous audits, distinguish, in the statement of source and 
application of funds, between the depreciation and profit components of the co-owners’ share. For 1970, 
these figures have been computed, motel by motel, from the trustee’s annual schedules of motel operations, 
as have the losses on discontinued motels and the income on interests acquired. 

¢ The auditors’ computations of hypothetical tax effects have been ignored, since they offset. The $14,000 
was charged directly to earned surplus, as a reduction of $35,000 in excess interest recovered. 


246-829 0 - 79 - 35 
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Table IV conforms to the classifications used by the auditors. It 
also shows more specifically the pro forma changes in Imperial’s in- 
come arising from the trustee’s disposition of unprofitable motels and 
his purchases of co-owners’ interests as though they had occurred be- 
fore January 1, 1970.** 

As thus adjusted, Table IV shows income, before taxes but after 
interest, from continuing operations in the 88 motels that have been 
in the estate in the three years 1970-1972. Such income was $988,000 
in 1970; $983,000 in 1971; and $1,049,000 in 1972, They do not differ 
significantly from the forecast used in our previous report. We there- 
fore see no need to alter the projected after-tax income of $530,000 
on which our valuation was based. Such net income appropriately 
capitalized represents the value of the Imperial enterprise. 

Table V shows the high (H), median (M) and low (L) price- 
earnings ratios for the shares of six motel chains. 


TABLE V 





1972* 
ee L 


Quality Court Motels, Inc.®....-.----.-..-_-- 53 43 36 
WORONEE BH SIN nn on ene ocak encsencelesenioads 38 30 21 
Travelodge International> 26 22 18 
TOT BG ni ok nn nn ake anaes dd eeeeee 

American Motor Inns ¢ 36 31 26 
PROG STNG, BIC O ao osm ss pai wce sesame 48 40 32 


Average high 








Average median 








Average low 





*The months of January to May. 

® Traded over-the-counter. 

b Traded on New York Stock Exchange. 

¢ Traded on the American Stock Exchange. 
4 Net loss reported. 


In selecting these companies the mammoth market favorites were 
excluded. The companies selected are not necessarily comparable to 


Imperial] in all respects. But we think the sample adequate for deriving 
an appropriate multiple.?® 


14 Proposals by Imperial to acquire three co-owners’ interests were announced in 1973 
and further changes may occur. No adjustments have been made for such changes after 
the close of the valuation record. A further increase in pro forma income would result 
from such adjustments, but not large enough to be of critical significance. 

15 The group of companies selected corresponds to Dr. Kawaja’s sample except for the 


exclusion of Holiday Inns and substitution of two of its franchisees, United Inns and 
American Motor Inns. 
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Average multiples for this group ranged from a low of 22 to a high 
of 38, and most of the individua] multiples also fell between these 
limits. This clustering of the individual multiples in the 22-38 area 
gives the averages more reliability than they might otherwise have.’ 

As Table V shows, the mote] industry has been an investment fa- 
vorite in recent years. It still is. The high rates at which motel earnings 
have been capitalized in recent years rest on the premise that this is a 
growth industry. For present purposes we accept that premise. 

We think that once Imperial emerges from these proceedings new 
management could obtain for the company some share of the growth 
that the market anticipates for the industry as a whole. Taking account 
of this factor but recognizing Imperial’s static recent history, we con- 
sider a multiple of 22 realistic. Applying the multiple to the projected 
$530,000 net income yields $11,660,000 as the value of Imperial’s 
equity over the debt to be assumed by the reorganized company. 

Another item of value is excess cash. An enterprise valuation as- 
sumes adequate working capital. Cash balances not needed for this 
purpose are an addition to the enterprise value. Such excess cash is 
significant here. 

In the previous report we concluded, based on preliminary 1971 
figures, that Imperial had $600,000 in cash more than required for 
administrative expenses and future working capital and, as such, rep- 
resented additional value of the estate. A year has passed and the 
earliest date for consummation of a reorganization is now the end of 
1973. Substantial additional unpaid administrative costs have accrued. 

The cash balance at the end of 1972 was $2.6 million rather than the 
$2.3 million at the end of the previous year. Imperial’s share of pre- 
tax (after interest) income in 1973 should be about $1 million. The 
depreciation allowance, including the co-owners’ share, should provide 
another $1.2 million. From this must be deducted mortgage principal 
payments of $1.3 million, including also the co-owners’ share, and 
$234,000 of capital improvements estimated to be required in 1973. Net 
cash availability, before administrative costs and income taxes, would 
thus be about $3.2 million at the end of 1973. 

The open questions as to the amount of unpaid administrative costs 
and the extent to which 1973 income may be taxable preclude an ac- 


1¢@ Compare Jade Oil ¢ Gas Oo., 44 S.H.C. 56, 65 (1969): “. .. [T]he Trustee’s concept 
of striking and using some industry-wide ‘average’ is extremely dubious. One of the 
Trustee’s sample of 15 companies sells for 10 times cash flow, and, at the other extreme, 
another sells for 450 times cash flow. There is not even the semblance of a clue as to which 
rate is appropriate, and ‘averaging’ such disparate numbers contributes nothing to a 
rational resolution of the issue. . .. In the face of the vast range of multipliers, we 
consider market prices an unreliable guide to value and fairness.” 
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curate, current computation of excess cash.’? The record suggests that 
our prior estimate was on the low side. The amount involved, however, 
would not be of great magnitude in the context of more important valu- 
ation factors. 

To avoid misunderstanding, it should be pointed out that the 
trustee’s capital transaction, subsequent to the close of the valuation 
record, will reduce the amount of money actually in the bank at the 
end of 1973. But while the purchase of further co-owner interests and 
the accelerated payment of mortgages and similar transactions will 
reduce cash balances, the cash spent is replaced by the assets thus 
acquired. 

We continue to rely on our previous conclusion as to Imperial’s total 
value of $20.5 million,’* computed as follows: 


Value of Imperial’s motel business, excluding unaffected debt *__ $11, 700, 000 
Estimated excess cash 


12, 300, 000 
Unaffected debt 8, 200, 000 


Total value 20, 500, 000 
® Rounded from $11,660,000. 


The pertinent figure by which the fairness of the proposed plans 


must be tested is $12.3 million. 


Vv. THE PROPOSED PLAN OF REORGANIZATION 


1. THE SCHIAVONE PLAN 


This amended plan is proposed jointly by Schiavone, the trustee 
and the coowners’ committee. It would create a holding company to 
own all of the stock of reorganized Imperial and of Schiavone. The 
holding company would issue $1.5 million of 5-year, 5% subordinated 
debentures; 2.9 million shares of common stock, and 100,000 warrants 
to purchase common stock at $10 a share. It also offers co-owners of 
Imperial motels rights to purchase another 54,300 shares of its com- 
mon stock at $10 a share. The time within which such rights must be 
exercised is not specified. 


17The 1971 audit reported that Imperial’s remaining net operating loss carry forward 
was only $150,000, which required provision for income tax payments in 1972 and subse- 
quent years. It now appears that allowance had not heretofore been made for the deduction 
of accruing interest on unsecured claims. The manner ‘in which this deduction may be 
applied is still subject to some uncertainties. But the 1972 audit states that no tax 
liability was incurred in 1972 and that substantial deductions, including operating loss 
carry forwards and investment tax credits, are available to reduce the 1973 liability. 


18 Based on evidence taken in May 1969, the Special Master valued the debtor at 
$19,579,000. 
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The debentures may be tendered at the holder’s option during the 
first six months after issuance for cash redemption at principal 
amount. If not so redeemed, the debentures will be convertible during 
their 5-year term into holding company stock at $20 a share. 

All of the debentures and all of the 100,000 warrants are to be dis- 
tributed to Imperial creditors. Of the 2.9 million common shares 
to be issued and outstanding, Schiavone shareholders will receive 
2,530,000 shares (87.2%) in exchange for all of Schiavone’s outstand- 
ing stock, and Imperial’s unsecured creditors and stockholders would 
receive 370,000 shares (12.8%), to be divided among them in such 
proportion as the court may determine. 

The initial board of directors will have seven members consisting 
of the chairman of the co-owner’s committee, a director to be desig- 
nated by the creditors’ committee, and five directors to be designated 
by Schiavone. 


2. THE ART PLan 


ART, a real estate investment trust, whose shares are listed on the 
American Stock Exchange, proposes to acquire Imperial. In order to 
retain its status under the Internal Revenue Code ART also proposes 
to enter into a lease arrangement with Westfield Realty, Inc., which 
will assume ART’s responsibilities to operate the motels.?® 

The ART plan provides for the issuance of its debentures and stock 
in exchange for claims against and shares of Imperial as follows: 

a. Unsecured creditors may elect to receive in exchange for the 
amount of their claims, including interest, either (i) 6624% in 
cash or (ii) 100% in a new series of 15-year 614% subordinated 
convertible debentures of ART. Preferred shareholders would 
receive the same treatment as unsecured creditors. The deben- 
tures would be convertible for five years after issuance into ART 
common shares.”° An annual sinking fund of 5% would commence 
one year after the debentures are issued, which may be satisfied 
by conversions or redemptions. 

b. Common stockholders of Imperial would receive ART shares 
at the rate of $2 in market value for each share of Imperial. The 
shares to be issued will be valued by the average closing price of 
ART on the American Stock Exchange during the 30-day period 


12 Internal Revenue Code Section 856 and the regulations thereunder sharply limit the 
permitted activities of a real estate investment trust. ART cannot carry on Imperial’s 
business and retain the special tax status it presently enjoys. 

*0The conversion price will be 110% of the ‘“‘average price’ of ART’s common stock 
on the American Stock Exchange during the week preceding confirmation. In another 
section of the plan, dealing with another subject, the average is better defined as the 
average closing price. We assume the same definition is intended with respect to the 
conversion right, and the plan should be clarified accordingly. 
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ending five days before confirmation of its plan. Based on the ap- 
proximate price for ART shares over a considerable period of 
time at about $10 a share, this formula would yield approximately 
167,544 ART shares for the 837,722 shares of Imperial outstand- 
ing. The plan authorizes the court to fix the number of ART 
shares to be issued at 165,000 for the outstanding common stock of 
Imperial, if it finds this fixed amount to be “more equitable”. 


8. THE CONTINANA PLAN 


Continana, a shareholder of Imperial, has proposed a plan which 
does not contemplate any outside participation. Approximately 3.6 
million shares of common stock are to be issued in exchange for present 
claims and interests of unsecured creditors and shareholders, represent- 
ing a value of approximately $3.42 per share, based on the $12.3 mil- 
lion value for the equity recommended in the Commission’s previous 
report. These shares are to be divided as follows: 

a. Unsecured creditors will receive one share in exchange for 
each $3.40 of claims, including interest, or about 63% of the total 
issue ; 

b. Subordinated debenture holders will receive one share in ex- 
change for each $3.425 of claim, including interest, or about 12% 
of the total issue; 

c. Preferred stockholders will receive one share in exchange for 
each $3.45 of par value and accumulated dividends or about 1% 
of the total issue; 

d. Common stockholders would retain their present shares which 
would be the equivalent of an exchange at $3.66 per share, about 
24% of the total issue. 

The plan provides for the nomination of the initial board of direc- 
tors by the proponent after consultation with creditors, stockholders 


and other interested parties. Such nominations will be subject to the 
court’s approval. 


4. THE BuRNHAM PLAN 


Burnham has assembled a group (“Burnham group”), which offers 
to invest in reorganized Imperial. Its plan provides that 1 million 
shares of common stock will be issued and outstanding. Of these shares, 
750,000 shares are to be distributed among Imperial’s unsecured credi- 
tors and shareholders in such proportion as the court may determine. 
The Burnham Group will receive 250,000 shares, nontransferable for 
three years from issuance, for its investment of $1 million. 

Unsecured creditors are to receive a pro rata cash distribution of a 
$3 million fund (approximately one-third of the principal and ac- 
crued interest) plus the portion of the 750,000 new common shares to 
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which the court may find them to be entitled. The balance of the 
750,000 shares would be distributed to the preferred and common 
shareholders of Imperial. 

The $3 million is to be provided by a new $2 million loan for a 
term of not less than five years at an interest rate of not more than 3% 
over prime and the $1 million price to be paid by the Burnham Group 
for 25% of the new stock. The principal of the 5-year loan is to be 
paid at the rate of $200,000 a year in the second to fifth years, with a 
$1.2 million balloon payment at the end of the fifth year. 

Unless the shares of the reorganized company trade at a price of 
more than $7 per share for ten consecutive days 7! during the first three 
years after consummation, unsecured creditors who receive such stock 
are given the right, at the end of the 3-year period, to require re- 
demption of such shares at $7 per share. The Burnham Group under- 
takes to lend the reorganized company 50% of the amount necessary 
to effect such redemption, but not more than $2,625,000 on the same 
terms as the initial $2 million loan. The plan does not specify the 
source of the balance required for such redemption. 

The Burnham Group will be entitled to elect four of the reorganized 
company’s six directors during the first four years following issuance 
of that common stock. In the event of liquidation during the first three 
years after issuance of the 250,000 shares, the Burnham Group is not 
to receive an amount greater than its purchase price. 


VI. FAIRNESS AND EQUITY AND FEASIBILITY 


1. APPLICABLE STATUTORY STANDARDS 


Chapter X plans must be “fair and equitable, and feasible.” *? Fair- 
ness, the Supreme Court has held, requires “. . . that each security 
holder in the order of his priority receives from that which is avail- 
able for the satisfaction of his claim the equitable equivalent of the 


21 We assume that proponent means to exclude non-trading days from the requirement 
that the days be consecutive. 

2 §§ 174 and 221(2) of Chapter X. 

“At the outset it should be stated that where a plan is not fair and equitable as a 
matter of law it cannot be approved by the court even though the percentage of the 
various classes of security holders required .. . for confirmation of the plan has consented. 
It is clear... that the Congress has required both that the required percentages of each 
class of security holders approve the plan and that the plan be found to be ‘fair and 
equitable’. The former is not a substitute for the latter. The court is not merely a minis- 
terial register of the vote of the several classes of security holders. All those interested 
in the estate are entitled to the court’s protection. ... The contrary conclusion . .. would 
make the judicial determination on the issue of fairness a mere formality and would 
effectviely destroy the function and the duty imposed by the Congress on the district 
courts. ... That function and duty are no less here than they are in equity receivership 
reorganizations, where this Court said, ‘every important determination by the court in 
receivership proceedings calls for an informed, independent judgment’. National Surety Co. 
v. Coriell, 289 U.S. 426, 436." So spoke a unanimous Supreme Court in Case v. Los Angeles 
Lumber Products Co., Ltd., 308 U.S. 106, 114-115 (1939). 
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rights surrendered.” ** This means that creditors must be compensated 
in full before stockholders can participate at all.?* And with respect 
to the stockholders, in a case such as this where there is a preferred 
stock, its liquidation preference must be given appropriate recognition 
prior to provisions for the common.”® 


What has just been said does not mean that creditors must be paid 
in cash. Indeed, such cash payment is the exception rather than the 


rule. Payment can be and usually is made in securities. And those 
securities may be: 


“... of the same grade as are received by junior interests. Requirements 
of feasibility .. . frequently necessitate it in the interests of simpler and 
more conservative capital structures. And standards of fairness permit it. 
. . . [But] while creditors may be given inferior grades of securities, their 
‘superior rights’ must be recognized. Clearly, those prior rights are not 
recognized, in cases where stockholders are participating in the plan, if 
creditors are given only a face amount of inferior securities equal to the 
face amount of their claims. They must receive, in addition, compensation 
for the senior rights which they are to surrender, If they receive less than 
that full compensatory treatment, some of their property rights will be ap- 


propriated for the benefit of stockholders without compensation. This is not 
permissible.” *° 


Although most frequently referred to for the purpose of arriving 
at appropriate allocations among classes of creditors and stock- 


holders, the thrust of the fair and equitable concept goes far beyond 
that context.?? Every aspect of a reorganization proceeding and of the 
plan that brings it to a close must meet the fairness test.2® Thus the 


3 Group of Institutional Investors v. Chicago, Milwaukee, St. P. &€ Pac. R.R. Co., 318 
U.S. 523, 565 (1943). 

24 Case v. Los Angeles Lumber Products Co., Ltd., supra, at 115-132; Consolidated Rock 
Products Co. v. DuBois, 312 U.S. 510, 527 (1941). 

% Central States Electric Corp. v. Austrian, 183 F. 2d 879 (C.A. 4, 1950), cert. den. 
340 U.S. 917, (1951). 

28 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 528-529 (1941). At pp. 
529-530, the Court went on to observe that “Practical adjustments, rather than a rigid 
formula, are necessary. The method of effecting full compensation for senior claimants 
will vary from case to case. As indicated in the Boyd case [Northern Pacific Ry. v. Boyd, 
228 U.S. 482 (1913)] the creditors are entitled to have the full value of the property, 
whether ‘present or prospective, for dividends or only for purposes of control’, first 
appropriated to payment of their claims. But whether in case of a solvent company the 
creditors should be made whole for the change in or loss of their seniority by an increased 
participation in assets, in earnings or in control, or in any combination thereof, will be 
dependent on the facts and requirements of each case. So long as the new securities 
offered are of a value equal to the creditors’ claims, the appropriateness of the formula 
employed rests in the informed discretion of the court.’ (Footnotes omitted). 

27It is sometimes forgotten that the fair and equitable standard is more than a mere 
ereditor-protection device. It also means that creditors cannot be permitted to participate 
beyond their claims at the stockholders’ expense. See Protective Committee v. Anderson, 
390 U.S. 414, 445-454 (1968) ; Knight v. Wertheim € Co., 158 F. 2d 888, 843 (C.A. 2, 
1946). In the instant case the consideration that Imperial received from those to whom 
it issued stock was minimal or even dubious. Nevertheless the present public stockholders 
paid for their stock. That they did not pay Imperial is of little relevance for present 
purposes. If an equity has developed over the years, it belongs to them. 

23 See Protective Committee v. Anderson, 390 U.S. 414, 424 (1968) : “The requirements 
of §§ 174 and 221(2) of Chapter X ... that plans of reorganization be both ‘fair and 
equitable’, apply to compromises just as to other aspects of reorganizations.” 





IMPERIAL ‘400’ NATIONAL, INC., ET AL. 537 


statute requires that the distribution of voting power in the reorganized 
company be “fair and equitable.” ® Also expressly subjected to that 
test are the provisions as to the rights and privileges of the several 
classes (when there are or will be such classes) of the reorganized 
company’s securities.°° And when a plan calls for the contribution of 
fresh money to the debtor, the infusion of new assets to it, its sale, or 
its amalgamation with another entity, the exchange must be fair and 
equitable to al] interests involved. 

Feasibility requires among other things that the cash needed to 
carry out the plan be on hand, that the reorganized company begin 
life with adequate working capital, and that it be in a position to meet 
its obligations.*? The capital structure should be simple and conserva- 
tive. This is necessary to minimize the likelihood of return engagements 
in the bankruptcy court with new losses to creditors and stockholders; 
fresh rounds of fees to trustees, their counsel, accountants, etc.; and 
further imposition on the time of the federal courts. 

From what we have said it is clear that valuation is central] to the 
reorganization process. Should creditors’ claims exceed the value of 
the business, shareholders have no economic interest in the debtor. 
Conversely, if the business is worth more than the aggregate amount 
to which the holders of senior interests are entitled, those who held 
junior interests must be given appropriate participation in the reor- 
ganized enterprise. Valuation is also significant for purposes of feasi- 


bility since the proposed capitalization must be related to the value of 
the enterprise. 


2. FAIRNESS AND FEASIBILITY AS APPLIED TO SUBORDINATION AGREEMENTS 


One common question which requires separate consideration is the 
status of the subordinated debentures of Imperial. Briefs filed on the 
related question of classifying the debentures for purposes of voting 
on a plan disclosed some controversy on the legal effect of such subordi- 
nation provision in a Chapter X proceeding and on the interpreta- 
tion of the particular indenture involved here. 

Among Imperial’s obligations are $994,000 principal amount of 
614% convertible subordinated debentures sold to the public in Jan- 
uary 1964. These debentures are subordinated to “Senior Indebtedness” 
as defined in the indenture. 

The manner of applying a subordination agreement in bankruptcy 
is well settled. Debt instruments like those here, subordinated only to 


2 § 216(12) (d). 

80 § 216(12) (b) (1). 

%1 One court has formulated that test, thus: “A plan is feasible if it does not provide 
for an exvessive capita] structure, if it gives the new company a reasonable prospect for 
survival, and if the net earnings which the new company may reasonably anticipate over 
the indefinite future will be sufficient to meet the interest and dividend requirements of 
the new securities to be issued.” In re Philadelphia € Western Railway Oo., 51 F. Supp. 129 
(E.D. Pa., 1943), 
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particular obligations,** create three groups of creditors; the senior 
group who are beneficiaries of the subordination; the junior group, 
which is affected by subordination; and the other creditors, whose 
rights are not affected.** 

A two-step computation is necessary to determine the interests of 
these creditor groups. In the first step the proposed distribution is 
apportioned among all creditors pro rata. This fixes the interest of 
the group not a party to the subordination as well as the initial allo- 
cation for the senior and subordinated classes. The second step re- 
allocates from the subordinated class to the senior class as much as 
is required to obtain for the latter the full equivalent in value of its 
claims. The subordination agreement thus creates a substantial ad- 
vantage for the senior creditor in case of insolvency.** Absent the 
agreement, both senior and subordinated creditors would share in the 
distribution pro rata and bear the losses in like proportion. 

The subordination agreement serves no such function when, as in 
the pending proceeding, the debtor is solvent. In case of solvency, 
which means that there is an equity for stockholders, the senior credi- 
tor does not need the subordination agreement to assure him full 
satisfaction of his claim, As there is enough in value to provide fairly 
for all, the absence of a subordination agreement will not give him 
less than the equitable equivalent of his claim, and by interposing such 
agreement he cannot get more at the expense of the other creditors or 
the stockholders. To exact more would violate the “fair and equitable” 
standard that Chapter X prescribes.*® 

Subordination covenants pose special problems when the indenture 
includes provisions that would dictate the capital structure of the re- 
organized debtor insofar as it relates to the senior and subordinated 
creditors. Such, for example, is the express intent of subsections 
(iii) (x) and (y) of Section 3.02 of Imperial’s indenture, which re- 
quires that in reorganization any securities, including stock, to be 
issued under the plan in exchange for the subordinated debentures 
shall remain junior or subordinated in all respects to any securities to 
be distributed to senior creditors. Provisions of this character and 
others even more far-reaching ** are not uncommon features in subordi- 


* Subordination to all other debt merely creates a full priority for the unsubordinated 
debt. In re Aktiebolaget Kreuger & Toll, 96 F. 2d 768 (C.A. 2, 1938) ; Bank of America v. 
Erickson, 117 F. 2d 796 ('C.A. 9, 1941). 

*I7n re Associated Gas & Electric Co., 58 F. Supp. 107, 113-14 (S.D. N.Y., 1943). This 
phase of the decision was affirmed, Elias v. Clarke, 143 F. 2d 640 647 (C.A. 2, 1944), 
cert. den. 323 U.S. 778 (1944) ; Bird & Sons Sales Corp. v. Tobin, 78 F. 2d 371 (C.A. 8, 
1935. 

*4 See Yuba Consolidated Industries, Inc., 42 S.E.C. 591, 598, 608-09 (1965). 

(1935). 

% Protective Committee, etc., v. Anderson, 390 U.S. 414, 445-454 (1968); Knight v. 
Wertheim € Oo., 158 F. 2d 888, 843 (C.A. 2, 1946). 

%¢ Section 3.02 (iii) of Imperial’s indenture appears to contemplate that the securities 
issuable for the subordinated debentures shall either be held in trust or otherwise restricted, 
as provided in subsections (x) and (y), so that distributions thereon after reorganization 
may be applied to the payment of the senior indebtedness, or the new securities issued 
therefor, until all senior indebtedness shall have been paid in full, 
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nation agreements, but in our judgment they are not consistent with 
the purposes of Chapter X, and as such they should not be enforced 
in a proceeding thereunder. 

A Chapter X proceeding is directed toward the reorganization of a 
financially distressed debtor by adjusting outstanding debt, the burden 
of which forced the debtor into Chapter X. To that end Section 216 (1) 
directs that the plan shall include provisions modifying or altering the 
rights of creditors generally or some class of them, secured or un- 
secured, “either through the issuance of new securities of any charac- 
ter or otherwise.” Section 216(12) (b) (1) further directs that the plan 
provide for inclusion in the charter of the reorganized debtor or its 
corporate successor “provisions which are fair and equitable and in 
accordance with sound business and accounting practices, with respect 
to the terms, positions, rights, and privileges of the several classes of 
securities” of the debtor or of such corporation. Subparagraph (b) 
of Section 216 (12) goes on to specify such terms and rights but “with- 
out limiting the generality of the foregoing.” 

Payment in cash, except possibly in part or for a particular class, 
is rare. In the more typical case, as the provisions of Section 216 indi- 
cate, the plan provides for adjustment of some or all debt obligations 
by the issuance of new securities, debt and equity, or under particular 
circumstances even all equity securities. What these new securities shall 
or may be, the amounts thereof, and their terms, position and rights are 
governed by the necessity that the reorganized debtor be prudently 
capitalized in light of prospective earnings and the value of the re- 
organized enterprise. These essential determinations are made by the 
court on the basis of the facts and requirements in each particular 
case. If, as to a particular plan, the court determines that the essential 
requirements of fairness and feasibility are satisfied, a dissenter is 
privileged to vote against the plan, but he cannot urge that the court 
is not authorized to approve it because some or many years ago 
creditors inter se or with the debtor made a covenant that the plan 
of reorganization shall take a different format and direction. To the 
extent that an indenture or other agreement stipulates otherwise, such 
stipulation cannot be honored or enforced because it is contrary to the 
basic functions of Chapter X.** 


37 Of. Section 212 of Chapter X (11 U.S.C. 612), which provides the judge “may 
restrain the exercise of any power” in a trust indenture, deed of trust, or other agree- 
ment “which he finds to be unfair or inconsistent with public policy. .. .” The words 
“public policy,’ though not specifically defined, surely include the underlying policy of 
Chapter X. 

We note that Section 17.07 of Imperial’s indenture provides that if one or more pro- 
visions of the indenture are declared invalid, illegal or unenforceable, that does not affect 
any other of its provisions. 
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Chapter X was adopted to override, under the bankruptcy power, 
explicit and unequivocal contractual obligations contained, inter alia, 
in mortgage bond indentures and pledge agreements. A subordination 
agreement is no different in these respects. But it does not create an 
independent debt obligation of the subordinated creditor to the senior 
creditor. Its essential purpose is to give the senior creditor a special or 
prior right to distributions from the estate, and within this context 
it is consistent with Chapter X. 

As we have noted, subordination yields substantial advantages for 
the senior creditor in the event of insolvency. But even in case of 
solvency, though he cannot get more than the fair equivalent of his 
claim, the senior creditor may benefit from the subordination. If, as 
here, the plan provides for distribution of cash and securities, the 
senior creditor is entitled to the cash initially allocated to the subordi- 
nated creditor and remits for the latter’s benefit an amount of securi- 
ties equal in value as determined for reorganization purposes. The net 
result is that the senior creditor receives more in cash and the subordi- 
nated creditor more in securities,** but in total distribution each re- 
ceives no more than the equitable equivalent of his claim. In that 
situation the advantage to the senior creditors is not so much one of 
rank as a reallocation of risks.*® 


8. THE AMENDED SCHIAVONE PLAN 


In our original advisory report the Schiavone plan was found un- 
fair because it allocated only 12.8% of the shares of the new holding 
company to the Imperial interests. We then concluded, based upon 
the valuation evidence then in the record, that Imperial’s equity con- 
tribution would be 24.1%. The District Judge has subsequently found 
that the value of Imperial’s contribution was $10.7 million rather than 
$12.3 million on which our conclusion as to fairness was based. 

Schiavone’s plan as amended adds $1.5 million for distribution to 
Imperial’s unsecured creditors. This addition is in the form of 5% 
convertible debentures which the creditors may convert into cash by 
tendering the debentures at any time within six months after issuance. 
We consider the debentures as the equivalent of cash at principal 
amount. Schiavone has also presented 1972 financial data as to its 
operations which, it contends, requires the assignment of a sub- 
stantially higher value to its contribution to the new holding company 


88The same result may occur even in case of insolvency when, for example, the sub- 
ordinated creditor claims are large and the claims of senior creditors are small, so that 
part or all of the cash may be sufficient to satisfy in full the claims of the senior 
creditors. 

39 We read the debenture indenture as a subordination only to “money borrowed.” The 
allocations developed hereafter in this report are based on that interpretation. 
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than we recognized. Schiavone, accordingly, argues that $1.5 million in 
debentures plus 12.8% of the stock of the holding company is fair and 
equitable to the Imperial interests. 

Table VI which follows summarizes the audited balance sheets of 
Schiavone and Imperial separately and combined. 


TABLE VI 


[In thousands] 





Schiavone and affiliates, Imperial, 
September 30 Dee. 31, Combined 
1972 1972 
1971 1972 


Cash and marketable securities $5, 392 $7, 984 $2, 599 $10, 583 
Accounts reservable 17,510 28, 449 28, 978 
Inventories 1,110 2, 196 
Other current assets 2, 762 1, 648 1, 870 


Current assets 26, 774 40, 277 3, 350 43, 627 
Equipment—net. 15 4, 806 
Motels, land and equipment—net 18, 022 18, 022 
Real estate held for investment 3, 020 
Other assets 505 
Co LL gic 2S yh BERR BaD ARS eve FSD SRA y Nel SE Pett ey gree” 436 


33, 527 48, 496 70, 416 








Payables and accruals 9, 453 12, 376 13, 191 
Taxes on income—current > 6, 688 9, 814 9, 814 
Notes and mortgages—current portion--- 487 1, 543 2, 856 
IOI Sp oes kcin eee danasccans 

ie Converse Geberntures new )¢. 5 25 6 ooo re ecesecteceecebac leek escaa 1,500 





Oe Gh a a ae eee 16, 628 23, 733 27, 361 
Mortgages payable—long term 444 407 9, 573 
Deferred income taxes >. _- 1,615 3, 409 3, 409 
Billings in excess of costs 4 2, 428 3, 332 3, 332 


Undisturbed liabilities. 21, 115 30, 881 7 43, 675 
Co-owners equity 2, 612 
Stockholders equity ©17,615 24, 129 





48, 496 21, 920 70, 416 





® At cost—valued at $4 million. See Advisory Report, 45 S.E.C. 36, 59-60 (1972) for description. 

b Schiavone pays taxes on the completed contract method. Deferred income taxes aggmegate $10,729,000, 
which are not expected to be payable until after 1973. The auditors nevertheless classify $7.3 million of this 
sum as current liability because of its relationship to current receivables. 

¢ We classify the proposed $1.5 million of new debentures as a current liability because the recipients can 
cash them at par within six months after issue. . 

4 Progress billings have exceeded income computed on the percentage of completion method by these 
sums. 

e Consists of $129,000 of par and paid in capital, plus retained earnings. Under the plan, the entire equity 
would be capital for the new holding company. 

f Actual capitalization replaced by securities to be issued under Schiavone plan. 

& Prepayments and deposits reclassified as current assets. 
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Table VII below summarizes the audited income statements of 
Schiavone for the fiscal years 1968-72, inclusive. 


TABLE VII 


[Dollars in thousands] 





Construction Cost of Percent of Net Income 
Fiscal year ended Sept. 30 revenues construction costs to after income 
revenues taxes ® 





$22, 749 $19, 813 87.1 $1, 428 
27, 296 21, 555 79.0 2, 762 
37, 308 30, 836 82.6 2, 393 
49, 328 40, 872 82.9 2,917 
67, 322 53, 795 79.3 5, 202 





® Based on percentage of completion method. 


The audited figures show the following annual trend in revenues 
and net income as a percentage of the previous year. 


TABLE VIII 


{In percent] 





1969 





Construction revenues 
Net income 











29 


At the hearing on the plan Schiavone presented a schedule of $233 
million of outstanding contracts, of which $107 million was from the 
New Jersey Department of Transportation; $31.4 million from the 
New Jersey Highway Authority, and $26.5 million from the New 
Jersey Turnpike Authority. Although about 70% of the business is 
with these three agencies, the testimony and the contract schedule 
indicate that a substantial volume of work has been obtained in Long 
Island, New York, and that significant jobs have also been obtained 
from business enterprises. Schiavone states that it is capable of han- 
dling varied projects and is diversifying its activities. It believes the 
level of construction activity in its area will remajn high and that it is 
favorably placed to compete for an increasing share of the market. 

Net income reported by Schiavone is particularly sensitive to the cost 
percentage applied to the work done. In fiscal 1969 Schiavone reported 
a cost factor of only 79% and a 9314% increase in net income. In the 
two subsequent years, costs went back ‘to the 8214-83% range and net 
income leveled off. Consequently, some skepticism is required as to the 
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continuity of the 1972 income level which also dropped costs to 79.3% 
and increased income 78.4% above the previous year. 

In 1972 an exceptional number of contracts were completed. Under 
the percentage of completion method of accounting, an adjustment of 
costs from estimated to actual is made when a contract is completed, 
and the testimony was that the 1972 contract completions turned out 
to be more profitable than had been estimated. This eliminates the 
questions raised in our previous report as to the recomputed income 
figures prepared for the prior court hearing, but at the same time it 
explains the abnormality of the 1972 costs and net income. The 78.4% 
increase in net income in 1972 does not seem to be entirely a matter of 
increased efficiency. It reflects correction of overestimates of costs in 
prior years. This confirms our view that the percentage of completion 
method of accounting is based on elaborate estimating procedures 
which are dependent on managerial judgments. 

Schiavone and Touche Ross & Co., its auditors, were examined at 
length, and the auditors left no doubt as to the extent of their verifica- 
tion and the firmness of their opinion that the financial statements were 
properly prepared. But 1972 income is significant here only as a guide 
to estimates of future earnings. For analytical purposes we think that 
an upward adjustment of costs to a level closer to their historical norm 
is appropriate. Three percent (3%) more would restore the cost ratio 
to 82.3% and after adjustment for taxes would reduce net income by 
about $1 million, leaving net income at $4.2 million on a construction 
volume of $68 million. 

This adjustment of reported 1972 net income does not imply that 
higher earnings cannot be reasonably expected in the future. 
Schiavone’s executive vice president testified that $65,399,000 of work 
would be done on existing contracts in fiscal 1973 and produced an 
after-tax profit of $4,270,000. He stated that undoubtedly fiscal 1973 
would also include a substantial volume of work on new contracts 
which would produce additional profits and that he would expect 1973 
earnings to exceed the $5.2 million reported in 1972.*° 

It would not be realistic to assume that Schiavone will continue to 
grow at the rate of 135% per annum indefinitely. But the record sub- 
stantiates that, absent unforeseeable developments, such growth will 
occur in 1973, and that should be the normal result of a higher con- 
struction volume in 1973. Consequently, we accept $5.2 million as 
Schiavone’s after-tax net income for purposes of testing the fairness 
of the plan, to which we add Imperial’s pro forma after-tax income of 


49 Mr. Schiavone testified, after reviewing major construction work in the area, that he 
would expect to bid on $600 million of contracts in 1973 and be the successful bidder 
on about $100 million. 
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$530,000. We round off the total to $5.7 million to allow roughly for 
the expenses of the new holding company. 

In valuing Schiavone our previous report applied a multiplier of 12 
to Schiavone’s earnings of $2.9 million. Schiavone had offered no evi- 
dence as to future earnings at the prior plan hearing. We used its last 
and highest annual income as the only base available for testing the 
fairness of its offer. But this does not mean that a multiplier of 12 is 
necessarily applicable to 1972 earnings of $5.2 million. The use of a 
multiplier implies assumptions about the continuity and rate of 
growth into the foreseeable future. 

The evidence now in the record would support a conclusion that a 
$5.2 million earnings level is within Schiavone’s capabilities. This is 
not a prediction that Schiavone will, in fact, continue to enjoy its high 
level of profitability. It seems to be based on exceptional skill in a 
highly specialized and competitive market. Prospective net income of 
a construction company does not have the kind of statistical regularity 
as income from a motel chain. Nevertheless, it would be perverse to de- 
value Schiavone because its record of success has been excep- 
tionally good. The possibilities of unfavorable developments are 
matched by possibilities of further growth. 

Since the filing of our original advisory report, additional testimony 
and exhibits relating to the choice of an appropriate multiple to be 
applied to Schiavone’s earnings were introduced by Schiavone and an- 
other proponent. Walter Taradash, a partner of Ingalls & Snyder, a 
New York Stock Exchange member firm, who is a financial consultant 
for mergers and acquisitions, has been Schiavone’s financial adviser 
for more than six years. He prepared an exhibit reflecting the price/ 
earnings (“P/E”) ratios of 11 representative construction companies. 
The exhibit shows an average P/E ratio of about 18 for these com- 
panies for certain periods in 1971 and 1972. Mr. Taradash concluded 
that a multiple of over 14 should be utilized in the valuation of Schi- 
avone. He did not take a position as to how much above 14 would be 
appropriate. 

Stuart Beringer, a senior vice president of W. E. Hutton & Com- 
pany, a New York Stock Exchange member firm, who specializes in 
public underwritings and mergers and acquisitions, was retained by 
ART to value Schiavone. The exhibit he prepared reflected the P/E 
ratios of eight construction companies. He found an average P/E ratio 
of 10.5 for a 12-month period ended January 11, 1973, and concluded 
that an 8.8 multiple should be utilized in the valuation of Schiavone. 

Table IX lists the companies selected by the two experts and the 
companies in our previous report, showing their classification from 
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the Director of Companies Filing Annual Reports with this Commis- 
sion, and the P/E ratios: 
TABLE IX 


[000’s omitted] 


Beringer ART Taradash Advisory Report 
Year 1972 (Schiavone) Jan.-May 1972 
Jan.-Aug. 1972 





Heavy Construction: 
Dravo Corp. 
Morrison Knudsen, Inc 
Robert E. McKee, Inc 
Kaymond International, Inc 
Arundel Corporation 
J. Ray McDermott & Co., Inc 
Great Lakes Dredge & Dock Co 
Perini Corp. 
Other: 
mario G. memes & Co." ....-- 52-225. 5225s. 
PO TUNOOD, DOF ooo occacavacscncesascong 
‘Turner Constuction. Co.*.. .....<.-<.--cs2ce~=-- 
RT ean oo ab ad de dectuccctunckssubcunsinadcieustanes 
I IONNOD COND in ace nn tieadancducwanconpronndamens 
Be OU COLD Sc cca e Se wnccencossnncondeus 17.3 
EE Me TERE ONO oe Dead oa os don dae re daeiocpateaceuwocuce 
I a 5 ce cmeaee ener naewmesaahamcaseay 
McDowell Enterprises, Inc.* 


Average 10.5 








*General buildjng contractors. 
® Real estate development. 
b Special trade contractors. 
© Special industry machinery. 


The choice of companies always raises a question of comparability, 
especially in an industry as diverse as the construction business. We ex- 
cluded J. Ray McDermott & Company, Inc., for example, because, as 
a result of its oil and gas related activities, its high multiple of 50 has 
no relevance whatsoever to the value of Schiavone. We, unlike the two 
expert witnesses, did not consider companies not classified as heavy 
construction companies. 

Our previous discussion indicates that the holding company will 
derive 91% of its net income from construction and 9% from motel op- 
erations. Mr. Taradash, testifying for Schiavone, expressed the opin- 
ion that, “the existence of a motel business within the Schiavone hold- 
ing company would possibly raise the multiple an additional 10 per 
cent”. He declined to specify the multiple which the earnings of the 
holding company should command. On the other hand, Mr. Beringer 
for ART asserted that a construction company multiple should be ap- 
plied to the earnings of the holding company because of Imperial’s 
small contribution to its total earnings. 


246-829 0 - 79 - 36 
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The suggested multipliers in the record for the shares of the holding 
company are 8.8 and more than 15.4 submitted by the ART and Schi- 
avone’s experts, respectively. We continue to recommend a multiplier 
of 12. Table X shows comparative values based upon the proposed 
multipliers. 

TABLE X 
{In millions] 


Combined earnings < $5.7 
Multiplier X8. 8 X12.0 


Gapitelined earnings... 2.266 eal oo ok 2a a ee cnet $50. 2 $58. 4 
Value of excess real estate 4.0 4.0 


Total value of holding company stock $54. 2 $72. 4 
Per share (2,900,000 shares) $18. 69 $24. 97 
Issue of additional shares * : 1.5 


Fully diluted 05. $73.9 


Per share (3,054,300 shares) * c $24.19 





® See following table: 





Original issue 


Warrants 
543, 000 


1, 543, 000 





In the foregoing table we have assumed that the proposed deben- 
tures will be redeemed rather than converted. The contrary assump- 
tion would reduce per share value, at a 12 multiplier, by 10 cents but 
have a negligible effect on further computations. On that assump- 
tion the table indicates the total value of the holding-company stock 
before dilution and as fully diluted. The fully diluted value is the sig- 
nificant one since the exercise price of warrants and rights is substan- 
tially less than the value of the shares. 

The two remaining principal questions relate to the fairness of the 
offer to Imperial’s creditors and stockholders and the fair allocation 
among them. We shall first consider the proposal in the plan to issue 
warrants and debentures. 

The Schiavone plan offers to Imperial creditors 100,000 warrants to 
purchase that number of holding-company shares at $10 a share, On 
the basis of the value recommended by us, the creditors of Imperial 
are offered $2.4 million worth of stock (or $3 million worth using the 
multiplier presented by Schiavone’s witness) for $1 million in cash, or 
a net value of at least $1.4 million. We assume, although the plan does 
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not so state, that the warrants are intended as $1.4 million in partial 
payment of the Imperial creditors’ claims. 

For reorganization purposes, the investment value of securities is 
based on forecast of a level of earnings in the light of such factors as 
may reasonably be foreseen. The earnings forecast is not a prediction 
as to the actual earnings in any particular year. Actual earnings in any 
given year, like those of any other business enterprise, will be subject 
to short-term and cyclical fluctuations. In no event does such invest- 
ment value purport to predict price movements in the securities mar- 
kets, which are also influenced by transitory factors, the nature and 
magnitude of which cannot be foreseen. A warrant, on the contrary, 
as we said in our previous report is a highly speculative security. It 
does not give its holder any present interest in the reorganized com- 
pany. It has no voting power or any right to participate in dividends 
or earnings. The value of the warrant depends predominantly on 
market factors and is particularly sensitive to market fluctuations in 
the underlying security.** 

In Chapter X a warrant is not an appropriate instrument to impose 
upon a debtor undergoing reorganization.** Nor are the warrants an 
acceptable currency for the purchase of a company in reorganization. 
Accordingly, creditors of Imperial cannot be required to surrender 
$1.4 million of claims representing a present interest in Imperial, fully 
covered by its value, in exchange for such an instrument. 

Our criticism of the warrants as a means for paying creditors does 
not imply that they do not represent a real cost to Schiavone. Based 
upon our valuation Schiavone’s offer amounts to about $12 million as 
follows: 


Debentures (cash) $1, 500, 000 
370,000 shares at $24.19 8, 950, 000 
100,000 warrants at $14.19 (after deduction of $10 exercise price)__.__ 1, 419, 000 


Total 


If the new company is as successful as the proponent believes, the 
proponent, as 85% stockholder of the holding company, will suffer 
most of the projected dilution when these warrants are issued or exer- 
cised. It makes no difference to Schiavone whether these warrants are 


41See Niagara Hudson Power Corp. v. Leventritt, 340 U.S. 336, 346-7 (1951) for a 
discussion of the characteristics of warrants in the context of reorganization under the 
Publie Utility Holding Company Act of 1935. 

42See Childs Company, 24 S.E.C. 85, 120-22 (1946); Selected Investments Corpora- 
tion, 39 S.E.C. 37, 55-56 (1959). 

When warrants are already outstanding, the rights of their holders are valued in 
reorganization by the relation of the investment value of the underlying security to the 
exercise price. The market history of the warrants is not relevant. Niagara Hudson Corp., 
supra, at 345-7. 
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held by Imperial creditors or shareholders, or by those who specialize 
in this type of security. 

In our previous discussion we assumed that the plan offers the war- 
rants to satisfy the claims of creditors. But if the plan is interpreted as 
intending to satisfy, in full, the claims of creditors and preferred stock- 
holders in conventional securities (debentures and stock), with the 
warrants added as a bonus to creditors, the plan would be grossly un- 
fair to the common stockholders of Imperial. Since Imperial is solvent, 
the equity of its common stockholders is entitled to protection against 
invasion by senior claims and interests. A bonus to creditors would be 
at the expense of the stockholders and would violate their rights. 

We, accordingly, recommend amendment of the Schiavone plan to 
replace the 100,000 warrants by 58,661 shares which would modify the 
division of the holding-company shares between Imperial and 
Schiavone as shown below. 


TABLE XI 


Shares Per Plan Shares Adjusted 
Imperial Imperial 
Total Allocation Percent Total Allocation Percent 


Original issue 12.8 2,958, 661 428, 661 
Rights to co-owners : 
Exercise of warrants 


Fully diluted 470, 000 15.4 3,012,961 428, 961 


Although the percentage of the stock immediately issuable to Im- 
perial interests is increased by the substitution of shares for warrants, 
Schiavone is relieved from the additional dilution almost certain to 
occur if the warrants are issued. The number of shares allotted to 
Imperial’s creditors and stockholders is reduced since our adjustment 
eliminates the payment of $1 million in cash ($24.19 a share) to ac- 
quire an additional 41,339 shares. 

The issue of short-term debentures, although relatively small, seems 
to us an unnecessary complexity. In view of the 5% interest rate the 
debentures have no attraction as a debt security, and we would expect 
creditors to redeem the debentures within the six months as provided 
in the plan. Their chief attraction to creditors would be in the op- 
portunity to invest in the new company at $20 a share. Pro forma 
capitalization suggests that the debentures offer some defensive superi- 
ority over the stock itself, although a subordinated debt of a holding 
company may be a doubtful shield in adversity. 

We recommend a distribution of $1.5 million in cash instead of 
debentures. This will not affect feasibility of the plan. The reorganized 
company wil] have ample cash, and the strong likelihood of redemp- 





IMPERIAL ‘400’ NATIONAL, INC., ET AL. 549 


tions requires that the necessary cash for that purpose be available. 
There is no apparent need or purpose for the issuance of these deben- 
tures. But if the proponent insists, the plan should be amended to 
require payment in cash unless a creditor affirmatively elects to take 
debentures. Under the provision now in the plan debentures will be 
issued to everyone, even for small claims, and will require the creditor 
to send them back for redemption.** 

The next question is how to divide the cash and securities among 
Imperial’s creditors and stockholders. Such allocation, no less than the 
total offered, must be fair and equitable. The Schiavone plan, which 
proposes that the $1.5 million of debentures and the 100,000 warrants 
be distributed to Imperial’s creditors, does not tell us how they are 
to be allocated. It further provides for distribution of 370,000 shares 
(out of a total of 2.9 million) to creditors and stockholders of Imperial, 
but it does not specify the distribution between them. It states that the 
distribution be made as directed by the court. 

In the interest of advancing this reorganization, we will, perhaps 
with some reluctance, indicate the allocations to complete these es- 
sentials of a plan by outlining the kind of allocation that will satisfy 
the statutory standards. The allocation in the following Table sub- 
stitutes cash for debentures and stock for warrants. 


TABLE XII 


[Per $1,000 of Claim or per old share] 


Amount of Claim 
Including 
Accruals New Total 
(000’s omitted) Shares Value * 





Senior indebtedness. . 46 34.5 $1, 079.01 
Other debt 38.0 1, 082. 22 
Subordinated debentures 45.5 1, 100. 65 
er ROOT ONE TOON SN cn ncnncaceaceten= auction 7 169. 33 
Common per share 1/12 2.02 


Approximate Aggregates (000’s omitted): 
Senior indebtedness 110. 2 3, 446 
Other debt 167.3 
Subordinated debentures 


Creditors 
Preferred, 1,452 shares. 
Common 837,722 shares 





® At a value of $24.19 a share plus the amount of cash distribution. 


“If the full $1.5 million of debentures are issued, they must be qualified under the 
Trust Indenture Act of 1939 since that Act contains no exemption for securities issued in 
reorganization. 
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The proposed allocation recognizes the rights of the senior creditors 
by reallocating the 16.3% cash distribution to which the subordinated 
holders would otherwise be entitled. There is a compensatory realloca- 
tion of shares to the subordinated debenture holders. 

Table III supra, explains more fully the amount of Imperial debt 
and stock to be dealt with under the plan. The allocation in Table XII 
allows approximately 110% in stock to Imperial creditors in accord- 
ance with the fair and equitable requirement.** The Schiavone plan 
pays the bulk of the Imperial creditors’ claims in unseasoned stock of 
a new holding company engaged primarily in the heavy construction 
business, whose risk factors we have previously indicated. Projected 
earnings of about $1.88 a share represent a yield of 7.8% on the in- 
vestment value of the new stock. The proposed adjustment, in effect, 
increases the yield per dollar of claims to 8.6%. 

The total Schiavone offer, as adjusted above, represents $11,869,000 
in investment value. The value we assign to Imperial, as a separate 
corapany, is $12.3 million, or about 3.8% higher, as shown in Table 
XXI, infra, for an internal plan. However, valuation is not a matter 
of simple arithmetic. A multiplier, such as 22 for Imperial and 12 for 
Schiavone, expresses, in the form of a single number, qualitative judg- 
ments of the market as to the advantages and risks of the securities to 
be valued. The multiplier is only an approximate summation of these 
judgments. It does not yield a unique or absolute value.*® When, as 
here, the mathematical results of valuing two distinct securities are 
close enough so that a very small change in either multiplier would 
eliminate the difference, that difference is not necessarily controlling. 
We are satisfied that the Schiavone offer falls within the range of 
fairness, and may be found the equitable equivalent of the present 
interests of Imperial creditors and shareholders and of the interests 
they would receive in an internal reorganization. 

The Schiavone plan, if amended, would be fair and equitable. We 
have no question as to the feasibility of its plan. 


“ As the Supreme Court said in Consolidated Rock Products Oo. v. DuBois, 812 U.S. 510, 
528-29 (1941): 

“[W]hile creditors may be given inferior grades of securities, their ‘superior rights’ 
must be recognized. Clearly, those prior rights are not recognized, in cases where stock- 
holders are participating in the plan, if creditors are given only a face amount of inferior 
securities equal to the face amount of their claims. They must receive, in addition, com- 
pensation for the senior rights which they are to surrender.” 

45 Of. Group of Investors v. Chicago, Milwaukee, St. P. € Pac. R.R., 318 U.S. 523, 565 
(19438) : 

“A requirement that dollar values be placed on what each security holder surrenders 
and on what he receives would create an illusion of certainty where none exists and 
would place an impracticable burden on the whole reorganization process. ... It is suffi- 
cient that each security holder in the order of his priority receives from that which is 
available for the satisfaction of his claim the equitable equivalent of the rights surrendered. 
That requires the comparison of the new securities allotted to him with the old securities 
surrendered to determine whether the new (ones) are the equitable equivalent of the 
old. But that determination cannot be made by the use of any mathematical formula.” 
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In conclusion, we note that the Schiavone plan is co-sponsored by a 
committee of the motel co-owners. It provides for an offering of rights 
to subscribe to 54,300 shares of the new holding company’s stock at $10 
a share to “co-owners presently operating motels in partnerships 
with the Debtor.” *° 

We have taken into account the offering to them in computing the 
fully diluted value of the holding-company shares, but their status as 
co-owners does not affect the distribution to creditors and stockholders 
of Imperial. Even though the aggregate impact of the offering would be 
relatively small, and would be borne for the most part by Schiavone, 
the award of such rights to a third party would not normally be a 
proper part of a reorganization plan. However, the co-owners are not 
strangers to the enterprise. They have contributed to the economic 
success of this proceeding over the past seven years, and their continued 
cooperation should be beneficial to the reorganized company, so that a 
reasonable bonus would not be objectionable here. 

But nothing in the Bankruptcy Act exempts this rights offering 
from the registration and the prospectus-delivery requirements of 
the Securities Act of 1933.*7 Nor does anything in the record suggest 
that any of the non-bankruptcy exemptions is available.** On the 
basis of the information now available to us, we conclude that regis- 
tration is essential. 


4. THE ART PLAN 


American Realty Trust has proposed a purchase plan which we have 
previously described (pp. 533, 584). As noted, ART is a District of Co- 
lumbia business trust created in 1961 with executive offices in Arling- 
ton, Virginia. It has outstanding 2.1 million shares of beneficial inter- 
est which are held by about 10,000 persons. Since 1969 its shares have 
been listed and traded on the American Stock Exchange. ART is quali- 
fied as a real estate investment trust pursuant to Sections 856-858 of 
the Internal Revenue Code. A large part of ART’s investments are 
income producing real estate equities. The properties are operated by 
lessees or independent management companies from whom ART re- 
ceives rent. Such an arrangement is necessary because a real estate 
investment trust is precluded from operating properties.*® 


46 As previously noted, the expiration date of these rights is not stated in the plan. The 
plan should be amended to make this point clear. We assume that the rights will be of 
relatively short duration. If it is intended that they be longer term, the objections that 
we have raised in principle to long-term warrants would become pertinent. 

4? The exemption given by Section 264a(2) of Chapter X applies only to securities ‘issued 
pursuant to a plan in exchange for securities of or claims against the debtor or partly in 
such exchange and partly for cash and/or property, or issued upon exercise of any right to 
eubscribe or conversion privilege so issued.” (Emphasis added.) 

48 The burden of establishing the availability of any such exemption is on the proponent. 

49 Section 856 of the Code provides that 90% of a real estate investment trust’s gross 
income must be derived from specifically designated categories of income. 
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Table XIII shows ART’s audited balance sheets as at September 30, 
1972, and March 31, 1973, respectively. 


TABLE XIII 


{In thousands] 





Sept. 30, 1972 Mar. 31, 1973 





Cash and certificates of deposit $1, 608 $5, 550 
Accounts receivable and accrued income 757 1, 162 
Prepaid expenses, escrows and deposits 157 176 
First mortgage loans on real estate 8,773 8, 475 
Junior mortgage loans on real estate 2,703 3, 189 
Less reserves (252) (146) 
Real estate 27, 701 30, 930 
Accumulated depreciation (3, 789) (3, 873) 
Other investments 255 623 
218 207 

38 43 


38, 169 46, 336 








Accounts payable, accrued expenses and escrows. 407 1,308 
Distributions payable- ----- Sonpe nanan tere heals placa edae dae ce 420 529 
Secured notes payable 8, 360 15, 860 
Mortgages on real estate 9, 294 8, 902 
Convertible subordinated debentures, 7% 1984 2, 972 2,718 
Deferred income 384 585 


Liabilities 29, 902 








Shares of beneficial interest ($1 par value): 
Outstanding 2,101,816 and 2,116,783, respectively and paid-in-surplus_ 
Distribution in excess of income 





Table XIV below reflects operating results for the four fiscal years 
of 1969-1972. For the most part gross revenues represent rents received 
from management companies or lessees which operate the ART 
properties. 

ART owns nine motels in the Washington, D.C., area including a 
new motel in Williamsburg, Virginia, opened in April 1973, all of 
which are operated by Virginia Hotel Management Co., Inc., and 
Hospitality Management Co., Inc. It owns certain real estate located 
principally in California leased by Gino’s, Inc., a restaurant chain, 
and office buildings in St. Louis, Missouri, and Charlotte, North 
Carolina. 

In April 1973 ART purchased approximately 2,100 of vine yard 
acreage in California from Varietal Growers, Ltd., for $6 million and 
leased the property back to Varietal for ten years at $820,000 per 
annum. It has also extended substantial financing to land developers in 
the Washington, D.C., area. 
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Table XV _ below summarizes the principal assets 
March 31, 1973, not including the vineyard purchase. 


TABLE XIV 


[Income and expenses in thousands] 





Years Ended September 30 
1970 1971 


$4, 049 $4, 482 


1, 243 1, 230 
REIMER as aaa Pa a eee acs 5 825 827 


Interest: 
Long-term 1, 073 1,028 
NRO een Suen ees Seen Se ons 38 141 
Debenture 370 


Total expenses 


Income from operations. 
Gain from sales of property 


Net income 
Earnings per share: 


Operations 
Sale of property 














® Dilution effect due to outstanding warrants would reduce income per share to 89 cents for 


TABLE XV 


[In thousands] 


1972. 





Net of 
Depreciation NV 


MN a etn EBs he crete roe on eck ase cee ea $18, 734 
2 office buildings 3, 468 
IN Ba i inn a asa eeacenumiodenusiee Y 2,971 
TOT IE acum ccncanccocccnmacslnctenee 7 ee 1, 884 


I I a ded a ek a ee ee ee 


Related 
fortgages 








First Mortgages: 
Land acquisition 
Land development. 
Construction 








Junior mortgages: 
Land acquisition 
Other properties 
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At March 31, 1973, ART reported commitments to lend an addi- 
tional $3.3 million and standby commitments to lend another $16.2 
million. It reports that borrowers under standby commitments, for 
which it receives a fee, expect to secure more favorable loans from 
other sources, so that ART does not expect to make many of the com- 
mitted loans. As of that date, ART had borrowed $15,860,000 from 
three banks under lines of credit totaling $17 million. To refund the 
bank loans it proposes to sell $15 million of new non-convertible senior 
subordinated debentures.*° 

ART’s plan, as originally filed, provided for the issuance of un- 
subordinated convertible debentures to Imperial creditors and pre- 
ferred stockholders. On June 14, 1973, after the close of the hearing, 
it amended its plan proposing instead that junior subordinated con- 
vertible debentures will be issued to them. In particular, these de- 
bentures will be on a parity with ART’s presently outstanding 7% 
convertible subordinated debentures (about $2.7 million as of 
March 31, 1973) rather than senior thereto as originally proposed, 
and will be junior to the new $15 million of senior debentures which 
ART proposed to issue in order to refund the bank loans. The amend- 
ment made no other material changes in the plan. The common stock- 
holders of Imperial, under the original and amended plan, will receive 
common shares of ART at the rate of $2 for each Imperial share or, 
if “it is determined by the court to be more fair, equitable, and feasi- 
ble,” 165,000 shares of common stock. 

The question is whether ART’s offer is fair. Fairness rests primarily 
on value based on earnings, and for this purpose we consider ART’s 
1972 income, excluding capital gains, as a test year. 

ART’s 1972 income was derived primarily from the real estate, 
principally the motels, as shown in Table XIV, which it still owns and 
intends to retain. ART has since made other investments and is in the 
business of raising capital to invest in real estate. No forecast can be 
made as to future investments, nor is it necessary to speculate as to 
their kind or extent. The general risks of ART are similar to those 
affecting any other real estate investment trust, and these risks are 
reflected in the market assessment of its securities. 

ART will not operate the Imperial motels it proposes to acquire. 
They are to be managed by Westfield Realty, Inc., for which ART will 
pay a management fee estimated at $200,000 per annum. The 614% 
subordinated convertible debentures to be issued by ART under the 
plan in the amount of approximately $9,450,000 will bear an interest 
cost of $614,000 per annum. We make no allowance for income taxes 


50 Registration statement (2—48513) filed June 29, 1973. 
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since ART expects to continue as a qualified real estate investment 
trust. The following Table shows the combined income of ART and 
Imperial adjusted for these items. 


TABLE XVI 


[In thousands] 





Imperial Interest 
ART Motels on New Pro Forma 
Debentures 


1972 income, after interest...............-.--..---- $1, 047 $(614) $1, 950 
Management fee 


Adjusted income after interest _._..._._____- 
Add back interest on subordinated debentures--__ 


Income before subordinated interest - - _____- 











The following Tables show pro forma capitalization under the 
ART plan based on ART’s balance sheet as of March 31, 1973. 


TABLE XVII 


[Dollars in thousands] 


ART Imperial*® Pro forma Percent 
(3-31-73) 


Senior $24, 762 b$8, 200 $32, 962 
Subordinated debentures--_-__....-....----.------- 2,718 9, 400 12, 118 
Common equity 16, 434 el, 674 18, 108 





19, 274 63, 188 


Total Common Stock on Conversion of Debentures: 
Shares outstanding 2,117 4167 2, 284 
Debentures (assuming full conversion) 255 4855 1,110 





2, 372 1, 022 3, 394 


® Imperial debt and stock replaced by ART subordinated debentures and common shares issuable under 
ART plan. 

b Assumed debt of Imperial, excluding $2.3 million attributable to co-owners. 

¢(ART) Assuming $10 per share issue price for the new ART shares and $11 (110%) conversion price for 
the new ART debentures. 

4ART. 


In percentage terms, the equity interest in the enlarged ART, after 
= jut) g 

conversion and after exercise of presently outstanding ART warrants, 

are separately shown below.** 


SL ART has outstanding 1,099,250 warrants to purchase shares at $9.625 on or before 
September 30, 1976. In 1971 ART sold one million units of one ART share and one warrant 
at a price to the public of $9,625,000. An additional 100,000 warrants were issued to the 
underwriters. 





SECURITIES AND EXCHANGE COMMISSION 


TABLE XVIII 








Shares Before Warrants Diluted 
(percent) (percent) 


ART shares now outstanding 2,117,000 62. 4 47.1 
ART debentures now outstanding 255, 000 7.5 5.7 
Imperial creditors and preferred 855, 000 25. 2 19.0 
Imperial common stock 167, 000 4.9 3.7 
Warrants for 1,000,200 SHEreS. . . De ShEE UE aie. ca scot awa co enous ee se neandc csteceaencnee= 24.5 


100.0 100. 0 








Pro forma earnings of $1,750,000 after interest on subordinated 
debentures amounts to 76.6 cents a share on the 2,284,000 shares to be 
initially outstanding. If all debentures were converted, pro forma 
income would total $2,628,000 or 77.4 cents a share. 

To relate per share earnings to value, we turn to the market value 
of ART shares. They have been actively traded on the American Stock 
Exchange at prices fluctuating around $10 a share.** The large number 
of warrants, exercisable at $9.625 up to September 30, 1976, will in- 
hibit the stock from rising much above this level in the next few years. 
This stability in market price, which does not seem to have been 
affected by the proposed acquisition of Imperial, provides a fair repre- 
sentation of the value of the ART equity. At $10 a share, the 77 cents 
pro forma earnings would represent a yield of 7.7% or a multiple of 
about 13. 

In valuing the proposed new convertible debentures offered to the 
Imperial unsecured creditors and preferred stockholders, ART’s 
expert witness, Stuart A. Beringer, analyzed nine convertible deben- 
tures of real estate investment trusts. He noted that on November 29, 
1972, they were selling at an average premium of 2.3% over the 
market value of the common stock into which they may be converted. 
He concluded that the proposed new ART convertible debentures 
“would have a fair market value of 93... [and] at this price the yield 
would be 7.0% and they [the convertible debentures] would be selling 


52 In its latest registration, ART reports the price range of its stock at: 


1973 
(1st Half) 


11 
934 


In the last five quarters the range was between 9 and 11. 
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at a 2.3% premium over the common stock into which they would be 
convertible.” 

We do not agree that the amount of the premium can be determined 
by simply referring to the average premium on a single day of a 
select group of debentures.®* But in any event the precise premium is 
really not the important question. ART’s own witness values the new 
debentures at significantly less than their principal amount, and in 
terms of fairness $93 worth of debentures cannot satisfy $100 in claims 
against Imperial. Imperial is solvent, and there is sufficient in value 
or equity to require full recognition of their claims. 

We are not faced here with a transitory discrepancy between market 
and investment value. The discount is built in by the provision that the 
debentures are convertible at 110% of the market price for ART 
shares. These debentures are essentially equity securities. Their value 
is dominated by the value of the stock into which the debentures are 
convertible.* For as debt obligations the debentures are deeply sub- 
ordinated; they bear the low interest rate of 614% and, without the 
conversion feature, the cash alternative offer of two-thirds principal 
amount of debentures, as provided in the plan, probably is a reasonable 
evaluation of this ostensible debt obligation.** 

The offer to pay two-thirds in cash is also unfair. This offer is cer- 
tainly not the equitable equivalent of the creditors’ or the preferred 
stockholders’ interest, or even of the value of the debenture alternative. 
The savings to ART which may result from the acceptance of the cash 
alternative by unsophisticated or impatient investors are not an ad- 
vantage which can be allowed under the standards of Chapter X. 

The ART plan may be made fair and equitable by deleting the inade- 
quate cash alternative entirely, and by offering creditors and preferred 
stockholders of Imperial subordinated debentures at the rate of 110% 
of the amount of their claims. This would allow them to convert their 
claims into 100% equivalent in ART stock and would increase the effec- 
tive interest rate, pending conversion, to 7.15% of the Imperial claims 
that are exchanged for debentures. 

The distribution to creditors and preferred stockholders would be 
about $10,374,000 face amount of ART 614% subordinated con- 
vertible debentures and Imperial common stockholders would receive 
$1,678,000 in ART shares, a total distribution of $12,052,000. As so 
amended the ART plan would be fair and equitable. 

It should not be assumed that recipients of ART securities will be 
able immediately to resell such securities for an equivalent cash 
amount. The increase in ART’s capitalization under the plan would 
exceed 30%, and it would be rash to assume that in a short period of 


53 The nine debentures analyzed by Mr. Beringer ranged, in terms of the price of the equivalent shares, 
between a discount of 1.9% to a premium of 16.2%. Only one issue came even close to the 2.3% arithmetical 
average. 

54 Alleghany Corporation, 37 S.E.C. 424, 4385 (1956). 
8 The debentures with a 15-year maturity, an interest rate of 614%, and purchase at 
67, would have a yield to maturity of 11%. 
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time such volume of sales can be absorbed in a normal market. For 
Imperial creditors and stockholders collectively the debentures rep- 
resent an investment in ART. As an investment, the value they receive 
may be considered a fair equivalent of their interests in Imperial. 

Feasibility, in its financial aspect, turns on ability to make the pay- 
ments required to consummate the plan, and the reorganized company’s 
ability ‘to service the securities issued thereunder. Imperial has ample 
cash to cover administrative costs and other priority obligations. The 
pro forma capitalization under the ART plan seems to be sound. 

The principal payments on Imperial’s mortgage debt which ART is 
to assume will be a substantial burden for several years. In real estate 
investments the depreciation allowance normally exceeds the capital 
replacements and improvements required to keep the properties in 
good condition, so it must be considered as a source for debt service. 
Table XVI allowed for $703,000 of depreciation on ART income prop- 
erties and $1,235,000 on the Imperial properties, a total of $1.938,000 
in addition to combined net income, after interest, of $1,750,000. 

The following table shows the required principal payments on the 
various types of debt which ART would have to meet if its plan is 
consummated. 

TABLE XIX 


[In thousands] 


1974 





$1, 397 $1, 268 
496 412 


Mortgage amortization -_.__- Cagatan needa ae 1, 766 1, 893 1, 680 
Sinking fund: 
CG iS LEE. aa SRP a Ra Aloe Rgl ash At ae 300 : 300 
INOW Gebentures..- cece cee ade eee Set oe 5 460 


2, 066 





® The co-owners’ portion of mortgage payments is included for completeness. The co-owners’ share of the 
depreciation deduction is also included in the cash available from operations, the two items being approxi- 
mately equal and offsetting. 

Except for a balloon ART mortgage payment in 1975, the deprecia- 
tion allowance is sufficient to cover mortgage payments. ART expects 
that conversions will eliminate the need for cash sinking fund pay- 
ments on its debentures. The margin of depreciation over mortgage 
payments would seem to fail a little short of anticipated regular capi- 
tal expenditures on the properties which it will own. However, the 
principal of the mortgage debt is being rapidly reduced under present 
amortization schedules. In view of the size of net income, the resources 
of ART, and the relatively low mortgage debt ratio this difference is 
not large enough to affect the financial feasibility of the ART plan. 
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ART’s plan assumes the proposed reorganization can be structured 
so that ART will acquire ownership either in fee or as primary ground 
lessee of the real property interests owned, directly or indirectly, by 
Imperial while Westfield Realty, Inc., will succeed Imperial as opera- 
tor of the wholly-owned motels and as a general partner in the partner- 
ships operating the partnership motels. ART would assume Imperial’s 
mortgage, lease and other debt obligations except those which would be 
exchanged for ART securities. No alteration of the co-owners’ eco- 
nomic interest is intended, but ART contemplates that the co-owner 
would be dealing with one company, ART, as landlord of Imperial’s 
present property interest and with another company, Westfield, as 
a partner in its operations, ART deems this kind of separation of 
ownership from management necessary to preserve its status as a 
qualified real estate investment trust under the Internal Revenue Code. 

Schiavone has raised questions as to whether ART can implement 
its plan to make the required proprietary and partnership adjustments 
or transfers. Counsel for ART is confident that it can, but the record 
is too sparse for an informed answer. 

Such a change may well give rise to novel and difficult questions 
as to the property and partnership laws of the numerous states in 
which Imperial operates. ART is satisfied that such problems can be 
resolved if and when they arise, and we cannot state that its faith will 
prove to be a delusion. New problems do not imply that the required 
solutions will be forthcoming, and we would not recommend con- 
firmation, as distinguished from approval, of ART’s plan on the as- 
sumption that ART will produce answers later. 

Not every means for consummating a plan must be firmly estab- 
lished in all their intricate details in order to merit judicial approval 
of the plan. For example, if a plan provides for a merger of the debtor 
with another company, it is not essential to obtain, prior to its ap- 
proval, the stockholder vote of such other company under state law. 
That submission for a vote may be concurrent with the statutory vote 
on the plan under Chapter X. In some cases transactions proposed by 
a plan may depend on regulatory authorizations which cannot be ob- 
tained until after the court has acted on the plan. We think that the 
same applies to ART’s situation, unless it appears that the obstacles 
toward eventual consummation are so clear and insurmountable that 
it would be futile to go forward. The ART plan is not in this posture, 
although a better record on this point would have been most helpful. 

In short, if the ART plan, as to be amended, is fair and equitable 
and financially feasible, the standard of feasibility should not pre- 
clude its approval solely because at this time ART’s future tax status 
after the Imperial acquisition is an open question. That question, 
though, bears on the court’s discretion, particularly if other and com- 


560 SECURITIES AND EXCHANGE COMMISSION 


peting plans are free from such or other impediments and can be 
approved by the court. 

We do not wish to understate the importance of the issue the ART 
plan presents. It can be taken for granted that ART will not carry out 
its plan if to do so it will be necessary to give up its status as a qualified 
real estate investment trust. For this reason, if the ART plan in all 
other respects satisfies the standards of the Act, the court can approve 
it, but only along with at least one of the other plans that merit ap- 
proval. If the ART plan should receive the required statutory vote, 
there will be time enough, at or prior to confirmation, to'require ART 
to establish, if it can, its ability to consummate the plan. As we shall 
note, Chapter X permits the court to approve more than one plan. 
Obviously, it can confirm only one. 


5. Tue ContTiInANA PLAN 


This plan provides for an internal reorganization. Imperial will be 
recapitalized by the issuance of common stock to its creditors and stock- 
holders. Reorganized Imperial will assume the mortgage debt in the 
amount of about $10.5 million. As explained elsewhere, the co-owners’ 
share of this debt is about $2.3 million and it is being paid from the 
co-owner’s share of partnership depreciation and income. Imperial is 
jointly liable on this debt, and the full liabilities would be assumed 
without change by the reorganized company. 

Under the plan there will be outstanding about 3.6 million shares of 
common stock. The present common stockholders will retain the 838,000 
shares now outstanding. Based upon our valuation of about $12.3 mil- 
lion, the balance of the shares will be issued to Imperial’s creditors 
and preferred stockholders at the rate of one share for each $3.40 in 
claims, as shown in the Table below. For comparative purposes this 
Table also shows the total value of the proposed allocation to each 
class based on our $12.3 million value ($3.42 a share) and the court’s 
finding of $10.7 million value ($2.976 a share). 


TABLE XX 
[000’s omitted] 


Total 
Exchango 

Amount Rate Value 
Shares $3. 42 $2.976 


$3,193 Senior debt . 939 $3, 211 $2, 794 
4,415 Other debt . 1, 299 4, 443 3, 866 
1, 548 . 425 452 1, 546 1, 345 


Subtotal (creditors) 2, 690 9, 200 8, 005 
Preferred stock i 70 229 199 
Common stock 838 2, 866 2, 494 


12, 295 10, 698 
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The plan is unfair on its face to creditors. It allots them only the 
face value of their claims, or less, in new common stock. It totally fails 
to compensate them for the loss of their senior positions, although they 
are assuming the same investment risk as the common stockholders. 
This unfairness is compounded with respect to the subordinated de- 
bentures and preferred stock, whose participation is even less than 
the fact amount of their claims. Presumably, the proponent considered 
this a recognition of their junior status vis-a-vis the senior indebted- 
ness but, if so, he missed the mark. The reduction does not benefit the 
senior indebtedness but further swells the allocation to the common 
stockholders. 

Finally, the Continana plan does not provide for any cash distri- 
bution to creditors, although Imperial has accumulated cash in excess 
of necessary working capital. In our previous report (45 S.E.C. 36, 56 
1972) we estimated that excess at about $600,000, and earlier in this 
report (p. 531-532) we have indicated that such estimate was on the 
low side. This may be advantageous to the reorganized company but 
we cannot overlook the eight years during which no payment has been 
made to general creditors. We recommend a partial payment in cash 
in the amount of about $600,000 without foreclosing a higher distribu- 
tion if the court finds it appropriate. 

The Continana plan can be readily amended to make it fair and 
equitable. As amended, the plan should provide for a cash distribution 
of about $600,000 to creditors. 'The number of shares to be outstanding 
should be reduced to about 1.1 million and thus avoid the market dis- 
advantages of an unreasonably low value per share.* 

The following Table shows a distribution of approximately $600,000 
in cash and of 1.1 million shares to creditors and stockholders. The dis- 
tribution and allocations are valued on the basis of $12.3 million. 

In accordance with our prior analysis regarding subordination (pp. 
537-540), we have allocated to the senior debt the portion of the cash 
otherwise distributable to the subordinated creditors with a compen- 
sating reallocation of common stock from the senior to the subordi- 
nated debt. A step-up of approximately 13.3% is allowed to creditors 
on the shares to be distributed to them. The temporary impediments 
to dividend payments by the reorganized company, as discussed below, 
justify this level of compensation for loss of creditor status. 

The allocations indicated in Table X XI cannot of course be made on 
the basis of the court’s lower valuation of $10.7 million. An adjustment 
to the lower valuation can be made by simply reducing the total num- 


% Under the plan each share would represent about $3.42 in value and 15 cents a share 
in earnings. 


246-829 O - 79 - 37 
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TABLE XXI 


[Per $1,000 of claim or per old share] 


Anan 
claims, 
including Cash New shares Total value * 


interest to 
12/31/73: 


Senior debt 

Other debt 

Subordinated debentures 

Preferred per share 

Common per share. 

Approximate aggregates (000’s omitted): 

Senior debt 

Other debt 

Subordinated debentures 


Creditors 
Preferred 1,452 shares 
Common 837,722 shares 








® At a value of $10.57 per share plus the amount of cash distribution. 


ber of shares to be issued to 954,115 and thus maintain, on a $10.7 mil- 
lion basis, the per share value of $10.57 we used in Table X XI. This 
adjustment would provide the creditors and preferred stockholders 


with the same allocation both in shares and in value as specified in 
Table X XJ, including the 13.3% step-up or premium. The lower value 
would reduce the common stockholders’ equity from 167,644 shares to 
16,171 shares worth $171,000. 

With respect to feasibility we note that, as indicated in Table XIX, 
yearly mortgage amortization requirements exceed annual deprecia- 
tion allowance by about $200,000. Projections of regular capital ex- 
penditures, in addition to the normal maintenance expense reflected in 
the income statement, are about $250,000 per annum. These require- 
ments absorb the bulk of annual after-tax net income estimated at 
$530,000. 

The cash flow problem faced by the debtor is not of a permanent 
nature because the high rate of amortization produces a rapid reduc- 
tion of principal and interest on the outstanding mortgage debt. A pro- 
jection of the mortgage payment table in the record indicates that 
balances, including the co-owners’ share, are reduced from $10.5 million 
in 1972 to $3.7 million at the end of 1977. Thereafter the number of 
mortgages and the level payments thereon begin to drop rapidly. Paid- 
up mortgages average about 10 each year from 1976 through 1981, and 
amortization payments drop from $1.1 million in 1978 to $400,000 in 
1981 and are negligible thereafter. Within this context we do not ques- 
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tion the viability of the reorganized company and, accordingly, we 
consider the Continana plan as feasible. 


6. THE BURNHAM PLAN 


Under this plan Imperial will issue a total of one million shares, of 
which 250,000 shares will be purchased by the Burnham group for $1 
million in cash. Burnham undertakes to assist Imperial to obtain a 
loan of $2 million. The $3 million in cash will be paid to the Imperial 
creditors, but we are not told how the remaining 750,000 shares would 
be distributed. The plan merely states that the stock distribution will 
be made as the court directs. In our opinion the proposed loan renders 
the plan not feasible, and the plan is not fair and equitable, particu- 
larly to the common stockholders. 

The proposed $2 million loan will bear interest at the prime rate 
plus 3%. This is likely to be about 12% a year. Principal payments 
are at the rate of $200,000 a year, with a balloon payment of the bal- 
ance at the end of the fifth year. 

As shown above, Imperial’s present debt amortization presents a 
serious burden in terms of cash availability for debt service. The 
record is clear that the available operating revenues of Imperial are 
insufficient to cover an additional $200,000 per annum of principal 
payments plus interest.*’ Imperial has substantial assets, so we are not 
predicting an inevitable default, but we will not speculate as to what 
measures the reorganized company would have to devise in order to 
service this additional obligation. In the face of Imperial’s other debt 
obligations we cannot conclude that the Burnham plan is feasible. 

The testimony of Alan Weitz, an officer of Burnham, as to repay- 
ment of this loan is vitiated by his reliance on projections of increased 
income, lower income tax rates and excess cash which we found un- 
acceptable in our previous report (45 S.E.C. 36, 54-55, 56) and which 
the court rejected in its findings of valuation. It is also significant 
that, if those assumptions were accepted, the resulting increase in 
value would magnify the inadequacy of the price offered by the Burn- 
ham group for 25% of the Stock. 

The proposed loan has even more drastic effects on valuation and 
fairness. Pro forma net income of the reorganized company, after 
taxes and interest, upon which both our value and the court’s was 
based, would be reduced from about $500,000 per annum to about 
$400,000. The value of the one million shares of stock under the 
Burnham plan would be not more than $8.8 million or $8 million, 


57 Interest at 12% on the declining balance would amount to about $800,000 over the 
5-year term. 

88 More precisely, we used an income of $530,000 and the court found $499,650. The 
interest on $2 million would be about $240,000, reduced by tax effects to about $120,000. 
We use $400,000 as the adjusted income to simplify further calculations. 
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assuming for convenience that a multiplier of 22 or 20 is still appro- 
priate despite a change in capitalization. The Burnham group is to 
acquire for $1 million in cash 25% of these shares, worth between 
$2.2 million and $2 million, and the remaining 750,000 shares would 
be worth between $6.6 million and $6 million. 

The $3 million cash payment under the Burnham plan would reduce 
creditor claims from the $9.2 million to $6.2 million. On its face the 
highest value assignable to the 750,000 shares would barely cover this 
$6.2 million balance. These approximate calculations do not take into 
account the step-up or premium and other factors which would elimi- 
nate the marginal equity above these claims. The lower value of $6 
million would be inadequate even to pay the creditors for the face 
amount of their claims. 

The Burnham plan may have considerable appeal to creditors. They 
will be paid $3 million in cash, and the senior creditors would receive 
the amount otherwise allocable to the subordinated creditors.®® For 
the balance of their claims the creditors would receive the remaining 
750,000 shares. Nothing would be left for the common stock. 

Such is the inevitable result when a debtor is insolvent. But Imperial 
is solvent, and its common stockholders have an equity. They are ex- 
cluded under the Burnham plan partly because it would impose upon 
the reorganized company an improvident debt of $2 million and pri- 
marily because the Burnham group will buy 25% of the equity for less 
than half its value. Possibly the creditors can afford such vicarious 
generosity with the shareholders’ equity, but it cannot be fair and 
equitable under Chapter X. 

The Burnham plan could be amended to meet the statutory stand- 
ards. It should delete the $2 million loan and the redemption or pur- 
chase option. It would be fair if the Burnham group increased its offer 
for 25% of the equity to a price commensurate with the value of the 
stock. The amount of cash thereby made available plus the $600,000 of 
excess cash on hand will permit a large cash distribution to creditors, 
although perhaps not the full $3 million the plan now proposes. 


7. CONCLUSIONS AS TO FAIRNESS AND FEASIBILITY 


We have concluded that none of the plans as filed is fair and equi- 
table. Three of the plans, but not the Burnham plan, are feasible. If 
appropriate amendments are made to each of the plans the court will 
have before it four plans which may be approved. 

Section 174 of Chapter X provides that “the judge shall enter an 
order approving the plan or plans which in his opinion” comply with 


% The senior creditors, whose claims total $3,193,000, would receive $1,550,000 in cash. 
The creditors not affected by the subordination would receive the balance of $1,450,000, or 
32.8% of their $4,415,000 in claims. 
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the requirements of Chapter X. There is no statutory preference for 
an internal plan as against others of the kind presented here. If the 
requirements of Chapter X are met, there is no first among equals. 
The court, nonetheless, has judicial discretion as to which plan or plans 
it should approve. If the court approves one of several plans, the plans 
which have been rejected “are relevant only to the extent that they may 
throw light upon the reasonableness of the plan the District Court 
has approved.” © 

The plans submitted by Schiavone and ART involve in essence the 
sale of debtor’s assets for securities of the purchaser. Our extensive 
analysis shows many differences between them, but neither has any 
decisive advantage over the other. If the plans are fair and equitable 
and feasible, the choice between an investment in the heavy construc- 
tion business or the real estate investment business is a decision that 
Chapter X leaves to investors. 

The Burnham and the Continana plans propose continuance of the 
present Imperial. If properly amended, the Burnham plan would bring 
in a new group in exchange for a partial cash payment to creditors, 
while the Continana plan would simply divide the present equity 
among the present creditors and shareholders. 

Approval of four plans is, of course, not practicable. It may lead 
to confusion in voting, and there is the distinct possibility that none 


may obtain the required majority of acceptances. But, since substantial 
changes in the plans are required, there may be no need to choose which 
plan or plans to approve, or the choice may be narrowed. 


VII. OTHER MATTERS 


It would be futile to discuss the more technical aspects of the plans 
now before the court since each will have to be largely rewritten to 
make the substantive changes required to make each fair and equitable. 
We trust that any technical or formal questions presented by the 
amended plans can be resolved without a formal report by us. 

Under the ART plan Imperial’s properties are being acquired by an 
existing substantial company, and the Schiavone plan, in fact though 
not in form, involves a similar acquisition with control necessarily 
passing to the acquiring company. Schiavone proposes to include 
among the seven-man board of directors the chairman of the co-owners 
committee and a person to be designated by the creditors committee. 
One representative of the Imperial interests is appropriate since these 
interests will be receiving only 14% of the stock of the new holding 
company, but that repersentative should be designated by the court, 

® Central States Hlectric Corp. v. Austrian, 183 F. 2d 879, 883 ((C.A. 4, 1950), cert. den., 


340 U.S. 917 (1951) ; Cf. Pressed Steel Car Co. of New Jersey, 16 F. Supp. 325 (W.D. Pa. 
1936). 
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not by a committee. Subject to review by the court, as prescribed in 
Section 221(5), Schiavone’s selection of a co-owner would seem to be 
a matter for its own judgment. 

The Burnham group demands the right to elect two-thirds of the 
directors of the reorganized company for four years after reorganiza- 
tion. Since the Burnham group will hold only 25% of the stock, we 
cannot reconcile this provision with Section 216(11) of Chapter X. It 
would effectively disenfranchise the present owners of Imperial during 
the first four years during which fundamental decisions as to its 
future course must be made. All shareholders must have equal rights 
in the choice of those who are selected to manage their property. 

The Continana plan gives the proponent power to nominate the 
initial board after consultation with interested parties, subject to the 
court’s approval. Continana now owns about 10% of Imperial’s com- 
mon stock. This provision would be improper if read as an attempt 
to preclude creditors and other shareholders from also nominating suit- 
able directors without proponent’s concurrence. 

The original cost of the assets of Imperial is significantly less than 
the reorganization value. Since each of the prospective reorganized 
companies will be subject to Section 12(g) of the Securities Exchange 
Act of 1934 (except ART, which, as a listed company, is subject to 
other provisions of Section 12) and the identity and form of the suc- 
cessful plan is still undecided, it would be premature to discuss the 
required accounting. We recommend that, as soon as practicable after 
confirmation, appropriate pro forma financial statements of the re- 
organized company should be submitted to our Division of Corporation 
Finance for examination and review. 





IN THE MATTER OF 
ARKANSAS POWER & LIGHT COMPANY 
File No. 70-5448. Promulgated June 4, 1974 
Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


Arkansas Power & Light Company (“AP&L”), an electric utility 
subsidiary company of Middle South Utilities, Inc., a registered hold- 
ing company, filed an application, as amended, pursuant to Sections 
9(a) and 10 of the Public Utility Holding Company Act of 1935 
(“Act”). The application relates to the sale and lease-back of a nuclear 
fuel core * which is being manufactured for AP&L. The purchaser and 
lessor is to be Southwest Fuel Company (“Fuel Company”), a wholly- 
owned subsidiary of Broad Street Contract Services, Inc. (“BSC”), 
which is owned by a partnership composed of partners of Goldman, 
Sachs & Co., an investment banking firm. BSC through its subsidiaries 
has been engaged in this type of leasing. 

A notice of filing was duly published.? An objection to the applica- 
tion was filed jointly on behalf of eight wholesale customers of AP&L 
(“Objectors”)* who have requested a hearing. AP&L has filed a memo- 
randum in support of its application in opposition to such request, and 
Objectors have filed a reply thereto. 

AP&L provides electric service in Arkansas. As of December 31, 
1973, it had total assets of $1,122,857,000 and net utility plant of 
$929,457,000. For the year then ended it had gross operating revenues 
of $209,327,000; operating income of $49,783,000 and net income of 
$41,946,000. Its total capitalization then was as follows: 


Amount 


Long-Term Debt 


Preferred Stock, Equity and Premium 101, 657, 000 


257, 375, 000 
36, 827, 000 


Total Common Equity 294, 202, 000 


Total Capitalization 76, 688, 000 


Source: Preliminary registration statement (Form S-7), dated May 10, 1974. (File No. 70-5502). 


2A nuclear fuel core consists of assemblies of uranium oxide pellets and their con- 
tainers, and associated components. 

2 Holding Company Act Release No. 18276 (February 5, 1974), 3 S.B.C. Docket 512. 

3 The Conway Corporation, City of Prescott, Benton Municipal Light and Water Works, 
City of Memphis, The Farmers Electric Cooperative Corp., Hope Water & Light Com- 
mission, Mississippi County Cooperative, Inc., 'City of North Little Rock. 


45 S.E.C.—35——_18442 
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The nuclear fuel, which is the subject of the present application, is to 
be installed and used in AP&L’s Unit No. 1 of a new nuclear generat- 
ing plant near Russellville, Arkansas. The cost of this plant, with a net 
capacity of 850 mw, is estimated at $220 million. It is expected to be 
placed in service in September of this year. An application for an 
operating license has been filed with the Atomic Energy Commission, 
whose Advisory Committee on Reactor Safeguards has recommended 
the issuance of the license subject to the customary conditions. 

Fuel Company will purchase AP&L’s present interest in the nuclear 
fuel and reimburse all costs incurred or to be incurred by AP&L. As of 
November 30, 1973, the book cost was $29,788,292. Funds for which 
AP&L will be reimbursed will be applied towards its construction 
program. Fuel Company is also committed under the lease to finance 
AP&L’s future nuclear fuel requirements for Unit No. 1, but its com- 
mitment is limited to a maximum of $39 million at any one time 
outstanding. 

Unlike fossil fuel such as coal or oil, a nuclear fuel core requires an 
initial large investment. This investment is amortized on the basis of 
heat produced by the core (“burn-up charge”). Periodically, spent 
portions of the core are removed for reprocessing (and subsequent 
reuse) and are replaced by fresh elements. This cycle requires addi- 
tional periodic investments over the life of the reactor. 

The initial term of the AP&L lease will be five years, but it is auto- 
matically extended year by year until 2014, unless terminated earlier 
on three years’ notice. Either party may give such notice on the second 
or any subsequent anniversary date, to be effective three years there- 
after. AP&L may also terminate the lease at any time by purchasing 
the nuclear fuel at net book cost and other accrued charges as specified 
in the lease. 

Fuel Company will finance its acquisition from AP&L and its subse- 
quent investments in the nuclear fuel for AP&L’s Unit No. 1 by the 
sale of Fuel Company’s commercial paper through Goldman, Sachs & 
Co., for which service the latter will receive the customary dealer’s 
discount of one-eighth of 1% per annum. Such commercial paper will 
be supported by letters of credit, up to $40 million, under a long-term 
credit agreement between Fuel Company and Security Pacific Na- 
tional Bank (“Bank”). For this commitment the Bank will charge a 
fee of .6 of 1% per annum on the average principal commitment under 
outstanding letters of credit. The credit agreement also authorizes 
Fuel Company to make direct borrowings from the Bank, if such 
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borrowings are needed to finance the nuclear fuel for AP&L’s Unit 
No. 1 under the Lease. 

The credit agreement will be for an initial term of five years which 
may extend up to 2014 unless sooner terminated on three years’ notice 
under provisions like those governing the lease. Should funds be 
drawn by Fuel Company under the credit agreement, the annual in- 
terest rate on this indebtedness will be 120% of the “Base Rate” +‘ in 
effect from time to time in the first year of borrowing, and 135% of 
such Base Rate thereafter.® 

Under the lease AP&L is responsible for operation, maintenance, 
replacement, insurance and taxes with respect to the nuclear fuel. 
Rental payments, to be paid quarterly, will include, in addition to the 
burn-up charge, (a) interest costs of Fuel Company on its outstand- 
ing commercial paper including dealer’s discount or on its indebtedness 
to the Bank; (b) one-eighth of 1% administrative charge by BSC; (c) 
the 6/10ths of 1% fee of the Bank, and (d) certain legal, audit and 
depository costs. All these rental payments, including the burn-up 
charge, will be treated by AP&L as fuel expense. 

AP&L will not be directly obligated to pay the commercial paper 
notes or Bank borrowings of Fuel Company. AP&L’s “exposure” will 
be tied solely to its obligations under the lease which (together with 
the nuclear fuel itself) will be pledged to secure Fuel Company’s 
securities. A default by Fuel Company on its debt obligations will 
neither terminate the lease nor accelerate AP&L’s rental payments 
thereunder. Funds received by Fuel Company representing the burn-up 
charge will be applied toward the reduction of its commercial paper 
or Bank debt. 

Section 2(a) (22), in defining the word “acquisition,” expressly 
includes a “lease.” The lease in this case is thus subject to Commission 
approval under the standards of Section 10. The questions presented 
by the Objectors seem to center on Section 10(b) (2), which provides 
that an acquisition shall be approved unless the Commission finds that 
“the consideration, including all fees, commission, and other remunera- 
tion ... in connection with such acquisition is not reasonable or does not 


4 The Base Rate is defined as the higher of (a) the rate of interest charged by the Bank 
from time to time on 90-day commercial loans to its largest and most credit-worthy com- 
mercial customers, or (b) the average rate for prime paper placed through dealers as pub- 
lished by the Federal Reserve Bank of New York. 

5 The credit agreement does not call for a compensating balance. In AP&L’s most recent 
short-term debt application (Holding Company Act Release No. 18354 (April 2, 1974), 4 
S.E.C. Docket 42), it reported that a compensating balance of 15% to 20% would be 
required by out-of-state banks for prime rate loans of AP&L. This is equivalent to a 
rate of 117% to 125% of prime without a compensating balance. 
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bear a fair relation to sums invested” therein. The consideration in 
this case in the annual rental payment called for by the lease. 

Objectors point out that, in various filings AP&L’s estimate of the 
annual burn-up charge for the nuclear fuel, which is to be included in 
the rental payments, has varied from $7,931,520 to $9,000,000.° The 
actual burn-up charge for any period depends on the amount of heat 
produced during that period. The heat produced is a physical fact, and 
the inevitable uncertainty as to its amount is not material to the issue 
before us. The investment in fuel is the same, whether it is financed by 
AP&L or by Fuel Company; and the related burn-up charge will be 
the same to AP&L either as owner or lessee. 

Objectors contend that the financing costs of the lease may be higher 
than the costs AP&L would incur if it owned and financed the nuclear 
fuel by the sale of its own securities. They also contend that the obliga- 
tions under the lease to pay future interest cost Fuel Company may 
incur bear an excessive risk which under the Act AP&L should not be 
permitted to assume. 

AP&L and Objectors differ somewhat on the financing cost of the 
lease : 


[In percent] 


AP&L Objectors’ 
Computation Computation 


Commercial paper rate i 9.000 
Dealers’ discount 


8 Included b Not computed 
AP&L assumed an average commercial paper rate of 9% over the 
term of the lease, including the dealer’s discount. Adding the dealer’s 


*The lowest figure was cited in an initial filing with the Federal Power Commisison, 
subsequently amended to $8,265,182. However, these are identified as estimates of the 
charge in the first year of use. The rounded $9 million estimate is disclosed in footnote 
10 to AP&L’s financial statement attached to the application in this proceeding, and was 
presented as an estimate of the cost for a normal year’s operation. 


7AP&L’s ability to utilize these and other tax-deductible items arising under the lease will, of course- 
depend on the company’s overall tax situation at any particular time. For the case before us it is not neces, 
sary to speculate as to AP&L’s future tax situation, or to assume that the “‘after-tax’”’ costs computed by 
AP&L will apply continuously during the term of the lease. 
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discount, as Objectors do, is simply an assumption that the average 
rate will be 14th of a percent higher. Initial costs related to the lease 
are proposed by AP&L to be amortized over the five-year initial term 
of the lease, while Objectors would amortize them over three years. 
AP&L considers the depository, auditing and other costs of adminis- 
tering the lease, for which it must reimburse Fuel Company, as a cur- 
rent operating expense of using the fuel, while Objectors regard them 
as a financing cost, which they calculate at 0.061%. There is no need to 
resolve these differences. They are not of sufficient magnitude to affect 
the result. 

Objectors also contend that AP&L could eliminate all financing 
costs, except interest if AP&L sold its own commercial paper. The 
largest claimed “saving” would be the Bank’s 0.6 of 1% fee under 
the credit agreement. Even if we ignore for the moment the limitations 
imposed by the Act, AP&L would 1 har dly embark on such a long-range 
commercial paper financing operation without protection against the 
uncertainties of that market. Such protection would normally take 
the form of a bank stand-by loan agreement, for which a commitment 
fee is charged by the bank. Nor would a self-financing program be 
free of incidental administrative costs. 

Besides, we have grave doubts that a quasi-permanent investment 
in nuclear fuel should be financed by a utility company indefinitely by 
rolling over its short-term debt every few months. Financing through 
short-term obligations, except as a distinctly interim expedient pend- 
ing refunding through the sale of long-term or equity securities, would 
be inconsistent with the standards of Sections 6(b), 7(c), and 7(d). 
Nor, by the same token, would we regard such financing as reasonable 
or proper under Section 10(b). 

An acquisition of nuclear fuel, to be sure, can be financed by long- 
term securities,’ and AP&L has addressed itself to such alternatives. 
It assumed a financing of the entire investment with preferred and 
common stock alone, and, alternatively, it included some form of long- 
term debt in proportion appropriate to AP&L’s capital structure.® On 
AP&L’s assumption of an 8% rate on the debt and preferred stock 
components and a 14% cost on common equity, the computed net cost 
of a balanced debt-stock financing would be 7.73% (after prospective 
tax savings on the debt component), while a hypothetical all-stock 
financing resulted in a computed cost of 12.52%. Compared to the ex- 
pected after-tax costs under the lease, lease financing offers a prima 
facie advantage in this respect. Rates on long-term debt and preferred 


8 Northeast Utilities, Holding Company Act Release No. 17786 (November 30, 1972) ; 
Vermont Yankee Nuclear Power Corporation, Holding Company Act Release Nos. 16997 
(February 10, 1971) and 17042 (March 12, 1971) ; Maine Yankee Atomic Power Com- 
pany, Holding Company Act Release 17011 (February 23, 1971). 


° AP&L states that nuclear fuel is not bondable property under its mortgage indenture. 
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stock are currently higher, but the advantage does not turn on the 
precise assumptions that AP&L made in its calculations. It would per- 
sist through any reasonable variations in rates of interest and costs 
of preferred and common stock. 

We realize that under the proposed lease AP&L may be exposed in 
the future to higher interest costs on Fuel Company’s commercial 
paper or its Bank debt. But Objectors’ statement that AP&L is locked 
into these onerous contingencies overstates the case. As we have noted, 
should Fuel Company encounter financing difficulties in the future 
because of serious disruption in the money market, this would not 
mature AP&L’s rental obligations under the lease. It might force 
AP&L to seek other arrangements, for which purpose the credit agree- 
ment and AP&L’s right under the lease to purchase the fuel at net 
cost provides a reasonable degree of flexibility. The possibility that 
unfavorable developments might require AP&L at some time before 
the year 2014 to purchase, by refinancing, the nuclear fuel is a risk 
that AP&L is willing to assume, and the refinancing cost it might 
then incur it considers an acceptable contingency for such savings 
as are presently expected under the lease. There is, of course, the en- 
during hope that in the long run interest rates will decline. 

In considering the issue of risk raised by the Objectors, it is impor- 
tant to keep in mind the statutory limitations of this Commission’s role 
in passing upon AP&L’s application. The Act does not bar financing 
of nuclear fuel by lease, and Section 10(b) (2) requires us to approve 
the proposed lease transaction unless “the consideration . . . is not 
reasonable.” In the case of a lease like that of AP&L, the considera- 
tion, aside from the burn-up charge, is measured by the cost of servic- 
ing the securities to be issued by Fuel Company, which passes on its 
costs to AP&L as rent. 

The word “reasonable” does not preclude the existence of more than 
one means to achieve the desired purpose. The choice between purchase 
and leasing is for the company to make. Our function is to assess that 
choice by determining whether the costs and risks are not reasonable. 
These costs and risks, as we have said, turn on a question of judgment 
as to the course of both short-term and long-term money markets 
between now and the year 2014. Undoubtedly we could obtain, at a 
hearing, a wide range of expert opinions on these subjects, but we 
would not hear from anyone who really knows. 

We have also examined the application, particularly the lease aspect 
thereof, with respect to its effect on AP&L’s capital structure.?° The 


70Section 10(b)(3) requires disapproval of an acquisition if “such acquisition will 
unduly complicate the capital structure of the holding-company system of the applicant or 
will be detrimental to the public interest or the interest of investors or consumers or the 
proper functioning of such holding-company system.” 
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expected cost savings on which AP&L relies depend primarily on the 
Internal Revenue laws which afford full deductibility of interest and 
rental expenses. Such benefits, however, involve a corresponding un- 
conditional liability of AP&L to pay these charges. The Act requires 
registered systems to maintain an appropriate balance of equity capital 
and this requirement cannot be avoided by indiscriminate use of lease 
obligations. 

In connection with adoption of Rule 7(d), which deals with the 
status of lessors under the Act, we reviewed and received extensive 
public comment on the growing practice of acquiring utility facilities 
through leasing. In that connection we noted that nuclear fuel leasing 
differs in significant respect from the leasing of other types of utility 
assets and that it is in a formative and experimental stage.? Among 
the special characteristics is the fluctuating nature of the investment 
in such fuel, in which a large initial cost is rapidly amortized and 
periodically replaced with new investment. We do not, therefore, re- 
gard the type of financing which the lease provides as inappropriate, 
provided that it is contained within reasonable limits. 

The lease obligation here involved is not a disproportionate under- 
taking in terms of AP&L’s existing long-term debt and overall capital 
structure. If the $39 million maximum debt commitment of Fuel 
Company be regarded as in the nature of a long-term debt obligation 
of AP&L, such maximum commitment would represent 7.5% of 
AP&L’s direct long-term debt as of December 31, 1973, including the 
commitment. Relating the lease commitment, in a similar manner, 
to AP&L’s total capitalization as of the same date, the commitment 
would amount to some 4% of total capitalization. 

Objectors contend that AP&L’s wholesale rates, now the subject 
of a proceeding before the Federal Power Commission (Docket No. 
E-8250), are in part predicated on the inclusion of $26,108,473 of 
nuclear fuel in AP&L’s rate base.1? They state that, if the leasing of 
that fuel is authorized by us, AP&L would continue to charge rates 
based on its former ownership of said fuel and, through its fuel ad- 
justment clause, collect an additional rate to reimburse it for the ren- 
tal of the same fuel under the lease. 

The wholesale rate proceeding to which Objectors refer is still pend- 
ing before the FPC, and they are parties thereto. The wholesale rates 
now being charged are interim rates, subject to refund. When AP&L 
filed the tariffs at issue, the nuclear fuel was not yet in service, and, 


1 Holding Company Act Release No. 17980 (May 31, 1973), 1 S.E.C. Docket No. 18, 
37, 38. 

122 Under the Atomic Energy Act of 1954, nuclear material (as there defined) was owned 
by the AEC, which was authorized to lease the same to private licensees. Private owner- 
ship was first authorized in 1964, Public Law 88—489, § 5 (42 U.S.C. 2073). 
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if the transaction before us is consummated, the fuel will be sold by 
AP&L before it is placed in service. The extent to which nuclear fuel, 
whether owned or leased, is to be allowed for in fixing rates, and the 
manner in which such allowance shall be made, is committed to the 
appropriate rate agency, not to this Commission. Objectors can easily 
advise the FPC of the proposed leasing, and the FPC can take such 
action as it deems appropriate in the pending rate proceeding.** 

Approval of the lease arrangement in the proceeding before us will 
not affect the jurisdiction of the FPC or State Commission in this and 
other respects. 

We conclude that the lease transaction satisfies the applicable stan- 
dards of the Act. A hearing, which Objectors request, will serve no 
useful purpose, and the request for a hearing will be denied. 

IT IS ORDERED, accordingly, that the application of AP&L, as 
amended, be, and it hereby is, granted, effective forthwith, subject to 
Rule 24 promulgated under the Act. The certificate under Rule 24 
shall include copies of the definitive lease and related documents. The 
order herein granting the application shall not affect the jurisdiction 
of any other regulatory agency with respect to accounts and rates; 
and 

IT IS FURTHER ORDERED that the request for a hearing be, 
and it hereby is, denied. 

By the Commission. 


13 We are advised that AP&L’s rate base was last considered by the Arkansas Public 
Service Commission in 1957. But since AP&L now has a rate case pending before the 
Arkansas Commission, we expect the company to submit a copy of this Memorandum 
Opinion and Order to that State agency. 
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ALEXANDER WOOLF 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 383-8751. Promulgated June 12, 1974 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Inadequate Net Capital 
Attempted Circumvention of Net Capital Requirements 


In proceedings for review of disciplinary action taken by registered securities 
association, association’s findings that member failed to comply with net capital 
requirements and that member and registered principal attempted to evade those 
requirements by engaging in “parking” transactions, sustained, and sanctions of 
fines and censure affirmed. 


Application of Sanctions Imposed on Predecessor to Successor Member 


Where question raised as to whether sanctions and costs assessed by registered 
securities association against sole proprietor should be applied to successor mem- 
ber firm with which proprietor was no longer association held, proprietor alone 
accountable for such sanctions and costs since unfair to impose them on successor, 
but suspension of proprietor from membership set aside as of no effect, since 
proprietor no longer an association member. 


Commingling of Functions 


Where claim of denial of due process was based merely on belief that District 
Director of registered securities association acted in investigative, prosecutory 
and decisional capacities, and no effort was made to adduce evidence that separa- 
tion of functions was not observed, claims rejected. In any event, separation of 
functions, at least with respect to the business conduct committees of registered 
securities associations, is neither a component of due process nor required as an 
element of fair procedure. 


45 8.E.C.—34——-10850 
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APPEARANCES : 

Richard M. Phillips and Alan J. Berkeley, of Hill, Christopher and 
Phillips, for applicants. 

Lloyd J. Derrickson and Richard A. Fitzpatrick, for the National 
Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


This is an application, pursuant to Section 15A(g) of the Securities 
Exchange Act, for review of disciplinary action taken by the National 
Association of Securities Dealers, Inc. (“NASD”) against Sumner B. 
Cotzin, doing business as Cotzin, Mangano & Company, formerly an 
NASD member, and Alexander Woolf, a registered principal. The 
NASD suspended Cotzin from membership for ten business days, fined 
him $2,500 and Woolf $1,000, censured both applicants, and assessed 
costs. 


VIOLATIONS OF RULES OF F'arR PRACTICE 


The NASD found that Cotzin did business on month-end dates from 
December 1969 through March 1970 with net capital deficiencies 
ranging from $1,963 to $11,411.1 It also found that Cotzin and Woolf 
sought to conceal those deficiencies by resorting to a practice commonly 
referred to as “parking.” Securities were purchased from the firm’s 
trading account just prior to the net capital computation dates and 
repurchased by the firm early in the following months to circumvent 
the requirement of our net capital rule that, in computing net capital, 
a deduction (usually 30%) must be taken from the market value of a 
broker’s securities.? Cotzin was the purported purchaser in 11 of those 
transactions and Woolf in one.* 

Cotzin argues that he was in compliance with net capital require- 
ments since he had liquid personal assets in excess of the alleged 
deficiencies. He testified that he could have obtained $20,000 by placing 
a larger mortgage on his home, and that the cash surrender value of 
his life insurance exceeded $17,000. 

All of the assets of a sole proprietor—whether related to his securi- 
ties business or not—must be taken into account in computing his net 
capital. But that proposition is of no help to Cotzin in this case. In 
the first place, Cotzin’s home was owned jointly by him and by his 


1 This, the NASD found, violated Section 1 of Article III of its Rules of Fair Practice 
requiring adherence to “high standards of commercial honor and just and equitable 
principles of trade.” 

2 Rule 15c3-1(c) (2) (C) under the Exchange Act. 

3On these findings the NASD conciuded that Cotzin and Woolf had violated Sections 1 
and 18 of Article III. Section 18 of Article III proscribes the use of deceptive or other 
fraudulent devices in securities transactions. The NASD also found that Cotzin violated 
Section 21 of Article III which requires a member to maintain books and records in 
compliance with applicable requirements. 
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wife. Mrs. Cotzin’s consent would therefore have been necessary to 
any new mortgage. In addition, our net capital rule is designed to 
assure that liquid assets will be available for the protection of in- 
vestors. For that reason, net worth, under the rule is adjusted by 
deducting fixed assets such as real estate.* And such property does not 
become includable in net capital merely because a bank may be willing 
to lend money on it.’ Finally, in line with the net capital rule’s ob- 
jective of investor protection, the cash surrender value of a sole pro- 
prietor’s life insurance is not includable as an asset for net capital 
purposes unless such value and the face amount of the policy are pay- 
able to his estate, making that asset available for the payment of the 
proprietor’s obligations in the event of his death.* Here, Cotzin’s wife 
was the beneficiary of his life insurance. 

Cotzin and Woolf admittedly engaged in the sham transactions de- 
scribed above so that the member’s books would not show net capital 
deficiencies on the dates in question. They assert, however, that 
it is questionable whether prohibited parking occurs when a firm’s 
securities are not placed with an outsider or another broker-dealer 
but with the firm’s proprietor. They also claim that, if there were any 
violations, they were technical and not of the type meant to be pro- 
hibited. Applicants misunderstand the nature of their offense. Whether 
or not the label “parking” may properly be applied is irrelevant, 
although that label seems appropriate to us.’ The gravamen of the 
misconduct which the NASD charged and found is the deception prac- 
ticed by applicants on regulatory authorities, enabling the member 
to remain in business when it should have ceased operations for the 
protection of investors.® That cannot be viewed as merely “technical.” 

We conclude that applicants violated the NASD’s Rules as found by 
the NASD, and that their conduct was inconsistent with just and 
equitable principles of trade. 


OTHER MATTERS 

Applicant’s major contention on review is that the NASD’s pro- 
cedures denied them due process. They assert that the NASD’s 
District Director (formerly known as the Secretary), who performed 
investigative and prosecutory functions in this proceeding, also ad- 
vised and participated with the District Business Conduct Committee 
in reaching its decision. The NASD states that there was no com- 
mingling of functions. While conceding that the District Director 
performs the “mechanical function” of causing the decision and at- 


4 Subsection (c) (2) (B). 

5 See John W. Yeaman, Inc., 42 S.E.C. 500, 504-5 (1965). 

® Securities Exchange Act Release No. 8024, p. 10 (January 18, 1967). 

7 See Capital Securities Co., 43 S.E.C. 758, 759-60 (1968). 

8 See Higgs, Inc., 45 S.B.C. 318, 321 (1973) ; Don D. Anderson & Co., Inc., 45 S.B.C. 219, 
220 (1973) ; Lomasney € Company, 44 S.E.C. 453, 454 (1970). 


246-829 0 - 79 - 38 
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tendant reasoning of the District Committee “to be memoralized,” 
and that members of the Committee, who are unpaid volunteers from 
the securities industry, “periodically” seek advice on “procedural 
matters” from the full-time, paid District staff, the NASD denies 
that the District Director participated in the Committee’s adjudica- 
tion of this case. 

Applicants did not seek to establish before the NASD’s Board of 
Governors that there had in fact been a commingling of functions at 
the District level. Nor have they sought to do so here. They simply 
assert that they believe such commingling took place without stating 
any basis for that belief.® 

In view of the lack of any semblance of an evidentiary basis for 
applicants’ claims about an assertedly impermissible commingling of 
prosecutory and decisional functions at the District Committee level, 
there is no real need to discuss their arguments about legal questions 
that we consider academic on the basis of the record before us. 

But the question applicants attempt to raise is a recurring one.*® 
And it is an important one in the administration of the Exchange Act. 
Hence some discussion of the point appears appropriate. 

The Administrative Procedure Act (“APA”), enacted in 1946, re- 
quires, in specified cases of adjudication, an internal separation in 
federal agencies between employees engaged in investigative or pro- 
secutory activities and those involved in decision making."* However, 
the NASD is not a federal agency subject to the APA’s strictures. And 
most court decisions both before and after the enactment of that statute 
reject the idea that separation of functions is constitutionally 
required.!” 


®° We are unable, as applicants suggest, to read the statements in the NASD’s brief as an 
admission that commingling of functions occurred in this proceeding. 

10 See, e.g., Gerald M. Greenberg, 40 S.E.C. 133, 142 (1960) ; Palombi Securities Co., 
Inc., 41 S.E.C. 266, 276 (1962). 

The Act provides, “An employee or agent engaged in the performance of investigative 
or prosecuting functions for an agency in a case may not, in that or a factually related 
case, participate or advise in the decision, recommended decision, or agency review. . 
except as witness or counsel in public proceedings.” (5 U.S.C. § 554(d)). Agency is 
defined as “each authority of the Government of the United States...” (5 U.S.C. 
§ 551(1)). 

122 See 2 Davis, Administrative Law Treatise 175 (1958), (Supp. 1970, at 457). As one 
court of appeals stated in a 1952 deportation case, “Is it unconstitutional to allow the 
same officer to be an investigating and a hearing official? Desirable or not, such had been 
the case in many instances up to the time of the APA. It may well be that the elimination 
[by Congress] of these proceedings from the Act is undesirable. But it can hardly be 
thought to be unconstitutional, for it was a system with which the country lived for a 
very long time before the changes brought about by the APA were adopted.” Belizaro v. 
Zimmerman, 200 F. 2d 282, 283 ('C.A. 8, 1952). And much more recently another court of 
appeals observed that, ‘“‘The case law generally rejects the proposition that the combination 
of judicial and adversary functions is a denial of due process.” American Telephone and 
Telegraph Company v. F.C.C., 449 F. 2d 489, 455 (C.A. 2, 1971). See also Reynolds v. 
U.S. ex rel. Dean, 68 F. 2d 346, 348 (C.A. 7, 1934), cert. denied, 291 U.S. 679 (1934) ; 
Brinkley v. Hassig, 83 F. 2d 351, 356-7 (C.A. 10, 1936) ; Intercontinental Industries, Inc. 
v. American Stock Hachange, 452 F. 2d 935, 942-3 (C.A. 5, 1971), cert. denied, 409 U.S. 
842 (1972). 
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Applicants rely on Wong Yang Sung v. McG@rath.** That was a de- 
portation case in which the hearing officer had also acted as an in- 
vestigator. However, the holding of that case was simply that the 
APA applied to deportation proceedings. And the Court’s favorable 
dictum, which applicants cite, is confined to its special concern for 
those threatened with deportation.’* In any event, when faced in a 
later deportation case with the precise question of whether it is the 
Constitution or merely the APA which requires separation of func- 
tions, the Court, as discussed below, retreated from its dictum in 
Wong and held that commingling of functions is not per se violative 
of due process. 

Shortly after the Wong decision, Congress expressly exempted pro- 
ceedings relating, to the exclusion and expulsion of aliens from the 
APA’s ban on commingling.’® In Marcello v. Bonds, the Supreme 
Court was faced with a deportation case in which the special inquiry 
officer, who conducted the hearing and ordered the petitioner de- 
ported, was supervised by the very officials who had initiated and pro- 
secuted the case. The Court rejected the constitutional argument stating 
that it was “without substance when considered against the long stand- 
ing practice in deportation proceedings, judicially approved in numer- 
ous decisions in the federal courts, and against the special considera- 
tions applicable to deportation which Congress may take into account 
in exercising its particularly broad discretion in immigration 
matters.” 17 

Deportation is, of course, much older than the NASD’s procedures. 
Nevertheless, the latter which date back to the 1930’s can scarcely be 
described as a novelty. Like deportation, self-regulation in the securi- 
ties industry, as embodied in the Maloney Act of 1938, has been in 
operation for many years. 

There is another analogy (one much more important than their 
relative antiquity) between NASD disciplinary proceedings and de- 
portation cases. When Congress provided for self-regulatory associa- 
tions of securities dealers such as the NASD, it clearly did not intend 


13 339 U.S. 33 (1950). 

44The Court stated, ‘‘When the Constitution requires a hearing it requires a fair one, 
one before a tribunal which meets at least currently prevailing standards of impartiality. 
A deportation hearing involves issues basic to human liberty and happiness and, in the 
present upheavals in lands to which aliens may be returned, perhaps to life itself. It 
might be difficult to justify as measuring up to constitutional standards of impartiality a 
hearing tribunal for deportation proceedings the like of which has been condemned by 
Congress as unfair even where less vital matters of property rights are at stake.” 339 
U.S. at 50-51. 

1% Supplemental Appropriations Act of 1951, 8 U.S.C.A, §155a, 64 Stat. 1048. The Act 
states, “Proceedings under law relating to the exclusion or expulsion of aliens shall here- 
after be without regard to the provisions of Sections 5, 7 and 8 of the Administrative 
Procedure Act.” 

16 349 U.S. 302 (1955). 

17349 U.S. at 311. 
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to create formalistic tribunals akin to the courts or even to this Com- 
mission. Self-regulation or cooperative regulation necessarily calls for 
informality. In such a program businessmen bring their knowledge of 
trade practices to bear on a case. They make their decisions “in the 
light of their experience as technicians in the securities markets rather 
than as lay jurors or legalistic judges.” +* So this like deportation is a 
field to which “special considerations” apply. 

Safeguards against possible unfairness arising from the informality 
of the NASD’s proceedings are abundant. Full review of District 
Committee decisions can be obtained from the NASD’s Board of 
Governors. Beyond that Congress also provided for full review by us. 
Under Section 15A(h) of the Exchange Act, part of the Maloney Act 
amendment, we must make our own findings as to the conduct of ap- 
plicants seeking review of NASD action, determine whether such con- 
duct violated the NASD’s rules, and, if so, determine whether the 
sanctions imposed are excessive or oppressive having due regard to the 
public interest. This de novo review of the record followed by our 
independent decision as to the validity of the NASD’s charges and 
sanctions ! dissipates such possibility of abuse as may inhere in the 
procedures of which applicants complain.”° 


18 National Association of Securities Dealers, Inc., 17 S.E.C. 459, 468 (1944). See also 
Report of the Special Study of Securities Markets (“Special Study”), H. Doc. No. 95, Pt. 4, 
88th Cong., Ist Sess., 665 (1963). 

2#In comparing NASD disciplinary proceedings with other types of situations that may 
at first blush seem analogous to them the availability of double de novo review in NASD 
cases must always be borne in mind. As the text points out, these cases are reviewed 
dé novo in the first instance by the Board of Governors. Neither in this case nor in any 
other case that has come to our attention has anyone suggested that the Board of Gover- 
nors was contaminated by improper prosecutorial influences. And the second de novo review 
that we give whenever asked to do so by any person aggrieved by the NASD’s action is 
made by a body wholly separate and apart from the NASD. This double de novo review 
differentiates NASD cases from the administrative situations that have engendered the 
controversy about “[t]he extent to which an administrative agency may investigate 
and act upon the material facts of a case and then, consistent with due process, sit as an 
adjudicative body to determine those facts” to which the Supreme Court recently referred 
in Gibson v. Berryhill, 411 U.S. 564, 579 n. 17 (1973). It follows that Amos Treat € Co., 
Ine. v. 8.E.0., 306 F. 2d 260 (1962), cited by the Supreme Court in Gibson, supra, as 
illustrating the “divergence of views among federal courts” with respect to that controversy 
and strongly pressed upon us by the applicants here has no bearing on NASD cases. Treat 
involved a member of this body who had prior to his appointment to the Commission held 
a high-ranking position on its staff. It appeared that this person while a commissioner 
had exercised adjudicatory functions with respect to a matter that he earlier had some 
responsibility for investigating gua staff member. The Court of Appeals for the District of 
Columbia Circuit held that this commissioner’s prior staff service had so tainted the 
proceedings as to require their dismissal without prejudice to their reinstitution sans his 
particiration. But this Commission’s orders are never reviewed de novo. If our findings are 
supported by “substantial evidence,” the courts must affirm. Each statute we administer 
provides that, ‘The finding of the Commission as to the facts, if supported by substantial 
evidence, shall be conclusive.” Section 9(a) of the Securities Act (without the word 
“substantial”’), Section 25(a) of the Securities Exchange Act, Section 24(a) of the Public 
Utility Holding Company Act, Section 322(a) of the Trust Indenture Act expressly in- 
corporating the standard of Section 9 of the Securities Act, which as previously noted lacks 
the word “substantial,” Section 43(a) of the Investment Company Act, and Section 
213(a) of the Investment Advisers Act. 

*0 See R. H. Johnson € Co. v. 8.L.0., 198 F. 2d 690, 694-95 (C.A. 2, 1952), cert. denied, 
344 U.S. 855 (1952). 
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That neither the APA nor the Constitution bans the asserted com- 
mingling of which applicants complain does not necessarily exhaust 
our inquiry.” 

The Maloney Amendment to the Exchange Act requires that NASD 
disciplinary procedures be “fair and orderly.” 2? Although this provi- 
sion can be read as requiring no more than the constitutional minimum, 
we prefer to read it more broadly than that.?* 

Reading the Act’s fairness requirement expansively, we neverthe- 
less remain unpersuaded that a rigid separation between investigative 
and adjudicative personnel, such as that mandated by the APA, is an 
essential element of fairness in NASD proceedings at the district busi- 
ness conduct committee level.* 

This is not to say that the NASD’s existing procedures may not pre- 
sent some problems. We see no particular objection to a District Di- 
rector performing “ministerial” functions or providing the District 
Committee with purely “technical” or “procedural” assistance. On the 
other hand, we think it, at the least, undesirable for such an officer to 
participate in the actual decision on the merits, especially where there 
are disputed questions of fact. We do not suggest that this actually oc- 
curred in the instant case or is common in other cases. But we do believe 
that the NASD should re-examine its procedures to avoid even the 
appearance of such participation. 


PuBLic INTEREST 


Applicants argue that the sanctions imposed by the NASD are un- 
justified and should be modified. Woolf asserts that he is unfairly being 
made to suffer the impact of the sanctions the NASD intended for 
Cotzin alone. 


21. Due process is not a static concept. Its borders exnand and contract over time. So 
it is possible that the Supreme Court may at some time in the future hold that the 
Constitution requires a rigid APA-type separation of functions in all or most adjudicatory 
matters. (Cf. the dissenting opinion of Black and Frankfurter, JJ. in Marcello v. Bonds, 
349 U.S. 302, 315-319 (1955) based on and expressly limited to points of statutory con- 
struction but noting in a dictum (at 315 of 349 U.S.) that the petitioner’s ‘due process 
challenge cannot be lightly dismissed.’’ Note, however, that there, as Mr. Justice Black 
pointed out, the due process attack was based on the fact that “the hearing officer ad- 
judicated the very case against petitioner which the hearing officer’s superiors initiated and 
prosecuted.’’ The NASD situation is exactly the reverse of that. There the staff members, 
the putative sources of prosecutorial influence, are the subordinates. The adjudicators, the 
members of the district committee, are the superiors.) But it is not for us to speculate 
about the directions in which constitutional doctrine may eventually evolve. When con- 
fronted by constitutional issues, we must be guided by what the courts have held to 
date about what the Constitution means today—not by our own conjectures about what 
it could conceivably be deemed to mean the day after tomorrow. 

2 Section 15A(b) (10). 

23 We have it on high authority that “much which should offend a free-spirited society is 
constitutional.” Mr. Justice Frankfurter dissenting in West Virginia State Board of Edu- 
cation v. Barnette, 319 U.S. 624, 646 at 670 (1943). 

In construing the Maloney Act’s ‘“‘fair and orderly’ standard we must however remember 
that the statute was passed in 1938 when Congress had not yet seen fit to require separa- 
tion of functions in federal agencies. 

24In reaching this conclusion we attach great weight to the ease and the economy with 
which de novo review can be obtained from the Board of Governors and from us, 
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After the institution of these proceedings, Cotzin and Woolf formed 
a partnership, Cotzin, Woolf & Co., to carry on the business of Cotzin’s 
sole proprietorship. Cotzin, Woolf succeeded to Cotzin, Mangano’s 
NASD membership.” After the Board of Governors decision, Cotzin 
consented, in administrative proceedings brought by this Commission, 
to an order barring him from engaging in or associating with anyone 
engaged in the business of a broker-dealer, investment adviser or 
registered investment company.”* Thus Cotzin, Woolf is now in effect 
a sole proprietorship run by Woolf. 

Woolf points out that the NASD, citing his inexperience and the 
fact that his only violation was a single “parking” transaction, limited 
the sanctions imposed on him to a $1,000 fine and censure. We agree 
with him that the sanctions imposed on Cotzin should not be applied 
to Cotzin, Woolf with which Cotzin is no longer associated. We shall 
therefore direct that Cotzin alone, and not Cotzin, Woolf, be held 
accountable for the $2,500 fine, censure and costs assessed against 
Cotzin. Since the suspension from NASD membership imposed on 
Cotzin would have no effect because he is no longer an NASD member, 
we shall set it aside. With those modifications, and in light of the 
serious violations we have found, we affirm the remaining action taken 
by the NASD. 

Accordingly, IT IS ORDERED that the suspension from member- 
ship imposed by the NASD on Sumner B. Cotzin, doing business as 
Cotzin, Mangano & Company, be, and it hereby is, set aside; that the 
other sanctions and costs assessed against Cotzin run against him 
alone; and that the action taken by the NASD in all other respects 
be, and it hereby is, affirmed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Sommer), Commissioner Potiack not participating. 


%3 Article I, Section 8 of the NASD’s By-Laws provides that the membership of an 
individual may be extended to a successor organization with the Board of Governors’ 
consent upon such terms as the Board deems “equitable and appropriate in the circum- 
stances.” The NASD states that Cotzin and Woolf were advised prior to the District 
Committee’s decision herein that the NASD’s action in this matter “was to be assumed 
by the successor organization.” 

2*¢Sumner B. Cotzin, Securities Exchange Act Release No. 101382 (May 1, 1973), 1 
S.E.C. Docket No. 14, p. 2. In consenting to the bar, Cotzin neither admitted nor denied 
the charges against him. 





IN THE MATTER OF 


THE APPLICATION OF 
WILLIAM M. JOHNSON 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-8950. Promulgated June 17, 1974 
Securities Exchange Act of 1934 


MEMORANDUM OPINION AND ORDER 


William M. Johnson, who was vice-president of Buttonwood Se- 
curities, Inc., formerly a member of the National Association of 
Securities Dealers, Inc. (“NASD”), seeks review of disciplinary ac- 
tion taken against him by the Association.” The sole violation charged 
by the NASD was that the member, as of August 24, 1971, failed to 
comply with the provisions of our net capital rule,’ for which failure 
Johnson was held responsible. 

The NASD’s staff argued at the hearings before the District Com- 
mittee that the member had a net capital deficiency of $89,105 on the 
date in question. This result was reached by ascribing no value for 
net capital purposes to the member’s holdings of three securities with 
a total market value of about $112,000. The basis for the staff’s posi- 
tion was its contention that the public sale of those securities by the 
member would have violated the registration provisions of the Se- 
curities Act, and therefore the securities should have been excluded 
from the member’s net capital as “assets [not] readily converted into 
cash.” ¢ 

The District Committee, however, did not adopt the staff’s position. 
Instead, it stated: 


“The Committee noted the extensive argumentation with regard to the free 
tradeability of the shares in question. The Committee further noted that in 
the event such stocks were in fact free and tradeable, the member would still 
have been out of compliance with the net capital rule. 


After giving the member credit for the value of the questioned se- 
curities less the 30% “haircut” required by the net capital rule,° the 


1In these proceedings the NASD expelled Buttonwood from membership. Buttonwood 
has not sought review. 


2The NASD barred Johnson from association with any NASD member, censured him 
and assessed costs. 


3 Rule 15c3-1 under Section 15(c)(3) of the Securities Exchange Act. 
4 Subsection (c)(2)(B) of the net capital rule. Cf. Gregory & Sons, 44 S.E.C. 630 (1971). 
5 Subsection (c) (2) (C). 
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Committee still found a net capital deficiency of $13,560. That finding 
was based on its conclusion that a $35,801 item, “Lease payable with 
purchase option,” should have been deducted from the member’s un- 
adjusted net capital. The Board of Governors affirmed the Committee’s 
finding, stating, “The record indicates that the respondent member 
was out of compliance with the net capital rule, even assuming the 
free tradeability of the shares in question.” 

The NASD now acknowledges that the net capital deficiency found 
by the District Committee and Board of Governors was based on a 
“computational error.” * It nevertheless seeks to justify a finding of 
violation by returning to the position that, in computing the member’s 
net capital, no value can be given to the securities originally ques- 
tioned. But neither the District Committee nor the Board of Gov- 
ernors so found; rather, they assumed the contrary. We, therefore, 
can hardly affirm on the basis of a fact that was not found.’ More- 
over, the record appears to support Johnson’s contention that the 
member could lawfully have sold the securities pursuant to the 
dealer’s exemption from registration requirements accorded by Sec- 
tion 4(3) of the Securities Act. Hence it would seem that their value 
was properly taken into account in computing the member’s net 
capital. 

In a further effort to sustain the imposition of sanctions against 
Johnson, the NASD points to additional findings of unethical conduct 
made by the Committee and the Board. These were (1) that the mem- 
ber sustained heavy losses in fiscal 1970 and 1971 but continued opera- 
tions in disregard of the deterioration of its capital, thereby placing 
customers and broker-dealers at risk; and (2) that the respondents 
willfully introduced three issues of questionable marketability into 
the stream of distribution. However, even apart from the question of 
whether such conduct, if proven, could violate the NASD’s rules, no 
such violations were charged by the NASD. 

We conclude that the NASD’s findings of violation against Johnson 
and the disciplinary action based on them must be set aside. 

Accordingly, IT IS ORDERED that the sanctions imposed and the 
costs assessed by the National Association of Securities Dealers, Inc. 
with respect to William M. Johnson be, and they hereby are, set aside. 

By the Commission (Chairman Garretr and Commissioners 


Loomis, Evans and Sommer), Commissioner Pottack not 
participating. 


* The error related to offsetting asset and liability items which should not have appeared 
on the member’s balance sheet. Those items accordingly provided no basis for the deduction 
from the member’s unadjusted net capital made by the Committee and the Board. 

7 Section 15A(h)(1) of the Securities Exchange Act provides, in pertinent part, that if 
we find that a member or person has engaged in such acts and practices “as the association 
has found him to have engaged in’’, we shall dismiss the proceeding for review ; otherwise 
we shall set aside the action of the association. 





IN THE MATTER OF 
THE APPLICATION OF 
DISHY, EASTON & COMPANY 
BERNARD DISHY 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 38-4084. Promulgated June 19, 1974 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 
Violations of Rules of Fair Practice 
Failure to Comply with Free-Riding and Withholding Interpretation 


Where member of registered securities association and its operating head, in 
conceded violation of association’s rules of fair practice, allocated shares of three 
new “hot” issues to accounts restricted under association’s free-riding and with- 
holding interpretation, but under all the circumstances $20,000 fine imposed on 
them was excessive, fine reduced to $5,000. 


APPEARANCES: 


Arthur H. Sobel, of Kimmelman, Sexter & Sobel, for applicants. 
John F.. Mylod, Jr., for the National Association of Securities Deal- 
ers, Inc: 
FINDINGS, OPINION AND ORDER 


These are applications pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Dishy, Easton & Co., a member of the Na- 
tional Association of Securities Dealers (“NASD”), and Bernard 
Dishy, a partner and operating head of the member, for review of 
disciplinary action taken against them by the NASD. The NASD 
found that during a period of about three weeks in September—Octo- 
ber 1968, applicants violated Article III, Section 1 of the Associa- 
tion’s Rules of Fair Practice in that they failed to comply with its 
“Free-Riding and Withholding” Interpretation (“Interpretation”), 
issued under that section, by selling all or part of the member’s par- 
ticipation in the distributions of three new “hot” issues to persons 
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whose accounts were restricted under the terms of the interpretation. 
An NASD District Business Conduct Committee censured applicants, 
fined them $5,000 jointly and severally, and assessed costs of $270.70. 
Applicants did not appeal that decision to the NASD’s Board of Gov- 
ernors. But when another respondent appealed, the Board called the 
matter before it as to applicants. It affirmed the censure and costs but 
increased the fine to $20,000. Briefs were filed with us by applicants 
and the NASD, and we heard oral argument. 

The three new “hot” issues were common stock offerings by Under- 
ground Surveys Corporation (“USC”) and Spex Industries, Inc. 
(“Spex”), and an offering of units of common stock and warrants 
by Princeton Time Sharing Services (“Princeton”). Of its 7,500- 
share participation in the USC offering, the member allocated 1,000 
shares each to Henry Neuwirth, president of a mutual fund, and his 
wife. The issue was publicly offered at $4 per share and bids in the 
immediate aftermarket ranged from 8 to 834. In the Spex offering, 
offering, the member distributed 1,300 of its 3,000-share participation 
by allocating 450 shares each to Neuwirth and his wife, and 400 shares 
to Sheila Rozzo, the wife of one of the member’s employees. The issue 
was publicly offered at $10.50 per share and bids in the immediate 
aftermarket ranged from 19 to 21. Finally, the member sold its entire 
1,000-unit participation in the Princeton offering to the Neuwirths. 
The issue was offered to the public at $6 per unit and bids in the im- 
mediate aftermarket ranged from 21 to 22. 

At the time of the allocations in question, persons whose accounts 
were restricted under the terms of the Interpretation included senior 
officers of “institutional type” accounts, their wives, and the wives of 
employees of NASD members. The allocations, which in the aggregate 
ranged from 26 to 100 percent of the member’s total participations, 
were found by the NASD to be disproportionate to its sales to the 
general public. The NASD also found that the account of Mrs. Neu- 
wirth did not have an investment history adequate to support the 
allocations to her. 

Applicants concede that they violated the Interpretation, although 
characterizing the violations as “technical.” Their only contention be- 


2 Section 1 of Article III requires the observance of high standards of commercial] honor 
and just and equitable principles of trade. The Interpretation, as in effect in 1968, recited 
that members had an obligation to make a bona fide public offering, at the public offering 
price, of securities acquired by a participation in any distribution. Accordingly, if a mem- 
ber had unfilled orders from the public or had failed to make a bona fide public offering, 
it was a violation of Section 1 of Article III to sell any of its participation in new issues 
to specified restricted accounts unless the member could demonstrate that the allocations 
were in accord with the normal investment practices (other than in “hot” issues) of the 
accounts involved, and that the aggregate of the securities so allocated was insubstantial 


and not disproportionate in amount as compared to the member’s sales to the general 
public. 
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fore us is that the fine imposed by the NASD is excessive and oppres- 
sive in light of the circumstances under which the allocations were 
made and by comparison with fines imposed in other cases. 

In 1964, the member, then primarily engaged in floor brokerage on 
the American Stock Exchange, hired one Richard Mishlen as a regis- 
tered representative to generate and conduct a retail business for the 
member. Mishlen, whose wife was Mrs. Neuwirth’s sister, brought the 
Neuwirth accounts with him from his previous firm and took them 
with him when he left the member in 1970. Mishlen also serviced the 
account of Mrs. Rozzo.? 

The record further shows that in the case of all three new issues, the 
impetus for the member’s participation in the selling groups came 
from Neuwirth, who asked Mishlen to obtain shares for him. Where 
shares in excess of the amount requested were obtained from the under- 
writer, they ‘were distributed to other customers of the firm. 

Applicants urge on these facts that Mishlen was primarily account- 
able for the violations and they stress Neuwirth’s role in prompting 
the member’s participation in the three issues. They also point out 
that none of the securities allocated to restricted accounts were sold in 
the immediate aftermarket. The record shows that at the time of the 
District Committee hearings in 1971, most of the securities purchased 
by the restricted accounts were still held by them. Market prices in 
the three issues had declined by that time to far below the original 
offering prices. 

In increasing the fine imposed on applicants as substantially as it 
did, the Board of Governors differed with the District Committee’s as- 
sessment that applicants’ responsibility for the violations was less than 
that of Mishlen. In our judgment, without considering the question 
of relative culpability, the $20,000 fine is excessive under all the cir- 
cumstances, including the nature of the relationships between Mishlen 
and Neuwirth. 

On the other hand, we cannot accept applicants’ arguments that 
their violations of the free-riding rules were merely “technical,” and 
that the fine should be cancelled. Applicants assert that there was no 
unfilled public demand for the improperly allocated issues, and that, 
therefore, no member of public was injured. But where, as here, over- 
the-counter quotations for securities in the immediate aftermarkets far 
exceed the public offering prices, the inference is compelling that pub- 
lic, non-restricted purchasers were available at the time of the offer- 


4Mishlen and Joseph Rozzo, Sheila’s husband, were respondents below. The District 
Business Conduct Committee fined Mishlen $15,000, “barred” him from association with 
any NASD member for ten business days, and censured him, The Board of Governors 
increased his “bar’ to 30 days, but reduced the fine to $5,000. Rozzo, who was Mishlen’s 
subordinate, was censured, Neither has appealed, 
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ings.* That there was no additional interest in the offerings by the 
member’s own customers, as applicants assert, is immaterial. More- 
over, the misconduct here did not involve an isolated transaction, but 
a series of violations of the Interpretation within a brief period. Ap- 
plicants offer no plausible explanation for those violations.‘ Finally, 
while it is true that the persons to whom the improper allocations were 
made did not take the profits they could have obtained from an im- 
mediate resale of the securities, their potential profits were very 
substantial.® 

Under all the circumstances, we think the $5,000 fine imposed by the 
District Business Conduct Committee an appropriate sanction.® 

Accordingly, IT IS ORDERED that the censures imposed and the 
costs of $270.70 assessed on Dishy, Easton & Co. and Bernard Dishy 
be, and they hereby are, affirmed, and that the fine of $20,000 imposed 
upon them jointly and severally be, and it hereby is, reduced to $5,000. 

By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans, and Sommer); Commissioner Pottack not 
participating. 


3 See A. J. Gabriel Co., Inc., 42 S.EJC. 755, 757 (1965). 

4Dishy testified that at the time of the allocations to the Neuwirth accounts, he knew 
that Neuwirth was president of a mutual fund, but did not consider his account to be 
restricted. He did not explain the basis for his conclusion. In “‘free-riding’’ questionnaires 
which the member filed with the NASD in 1969, it accurately reported the sales to the 
restricted accounts, including the parts of the Interpretation under which those accounts 
were restricted. 

5Of. L. H. Rothchild &€ Co., 4 S.B.C. 729 (1963) ; Rothschild Securities Corporation, 
45 S.E.C. 444 (1974). 

®° We have repeatedly held and the courts have confirmed that the remedial action which 
is appropriate depends on the facts and circumstances of each particular case and cannot 
be precisely determined by comparison with action taken in other cases. See, e.g., Trans- 
mittal Securities Corporation, 44 S.H.C. 805, 809 (1972); Hiller v. S.H.C., 429 F. 2d 
856 (C.A. 2, 1970) ; Dlugash v. 8.E.C., 373 F. 2d 107, 110 (C.A. 2, 1967). It should be 
further noted that in some of the cases cited by applicants where smaller fines were 
imposed by the NASD or where we reduced the fine, far more severe sanctions such as 
expulsion from membership and revocation of registration were also imposed. 





IN THE MATTER OF 
CARL L. SHIPLEY 
File No. 38-3836. Promulgated June 21, 1974 
Securities Exchange Act of 1934 


INVESTMENT COMPANY ACT—QUASI-JUDICIAL ADMINISTRATIVE JURIS- 
DICTION OVER CLAIMS ARISING UNDER SECTIONS 36 AND 36(a) 


Administrative proceeding based solely on charges under former Section 36 
and present Section 36(a) of the Investment Company Act, dismissed, because 
those sections cannot serve as the sole basis for administrative proceedings. 


PLEADING AND PRACTICE 
Amendments to Pleadings 


Where order instituting an administrative proceeding was fatally defective 
because based entirely on statutory provisions that did not authorize admin- 
istrative remedies, where no hearings had yet been held, and where Commis- 
sion’s staff sought leave to replead so as to invoke other statutory provisions 
not referred to in original order, motion to amend, denied, because application 
was essentially one for leave to institute a new proceeding, which Commission 
considered inappropriate under the circumstances. 


Consent Orders—Status of as Precedent 


Orders issued on consent pursuant to offers of settlement and unaccompanied 
by opinions, held, of little, if any, precedential weight. 
APPEARANCES: 

John Barry Donohue, Jr., of Shipley, Akerman, Stein & Kaps, for 
Carl L. Shipley. 

Theodore Altman and David M, Lewis, for the Division of Enforce- 
ment of the Commission. 

David Silver and Matthew P. Fink, for the Investment Company 
Institute. 


OPINION OF THE COMMISSION 
I 


Carl L. Shipley asks us to vacate the order instituting these proceed- 
ings against him under the Investment Company, Securities Exchange, 
45 §.B.C._—34——10870 589 
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and Investment Advisers Acts.1 Our Division of Enforcement opposes 
that request. It also moves to amend the order for proceedings. 

The order for proceedings alleges that : 

(1) Shipley was a director of Oceanographic Fund, a mutua] fund 
registered with us as an open-end investment company under the In- 
vestment Company Act of 1940. He was also a non-voting, stock- 
holder of the Fund’s investment adviser. In addition, he was legal 
counsel to the Fund, its investment adviser, its underwriter, and its 
principal broker in the execution of its portfolio transactions. 

(2) Between March 1968 and May 1971, an official of the Fund, who 
was also an official of its investment adviser, principal underwriter and 
portfolio broker, aided and abetted by Shipley, willfully engaged in 
acts constituting gross misconduct or gross abuse of trust, or breach 
of fiduciary duty involving personal misconduct in respect of the 
Fund, within the meaning of those terms as used in Section 36 of the 
Investment Company Act and in Section 36(a) of that statute which 
superseded Section 36 on December 14, 1970.* 

(3) As part of those acts and practices, the aforementioned official 
and Shipley failed to disclose to the Fund’s unaffiliated directors the 
possibility of the Fund executing over-the-counter portfolio transac- 
tions directly with market makers on a principal basis and failed to 
inform the unaffiliated directors of communications by the Commission 
and its staff concerning the propriety of the Fund executing over-the- 
counter portfolio transactions on a regular basis through an affiliated 
broker rather than going directly to market makers. 


II 


Shipley contends, among other things, that we have no power to 
pass on these allegations. He points out that Sections 36 and 36(a) 


only “authorize” us to bring; injunctive actions in the courts based on 


alleged “gross abuse of trust” or “breach of fiduciary duty involving 
personal misconduct.” * He maintains that it follows that cases arising 


1The proceedings were brought under the sections of those statutes which empower 
us to prescribe administrative remedies: Section 9(b) of the Investment Company Act, 
Sections 15(b), 15A and 19(a) (38) of the Securities Exchange Act, and Section 203 of the 
Investment Advisers Act. 

2That official and the broker, who were also named as respondents in the order for 
proceedings, submitted an offer of settlement which we accepted. Middendorf, Colgate ¢ Co., 
Securities Exchange Act Release No. 10016, Investment Company Act Release No. 7690, 
Investment Advisers Act Release No. 364 (February 26, 1973), 1 S.E.C. Docket No. 5, p. 2; 
modified as to respondent Austen B. Colgate by Securities Exchange Act Release No. 10157 
(May 18, 1973), 1 S.E.C. Docket No. 16, p. 8. For further action taken on the Com- 
mission’s own motion with respect to the two settling respondents see Middendorf, Colgate 
€ Co., 45 S.E.C. 597 (1974). 

3As enacted in 1940, Section 36 stated: ‘“‘The Commission is authorized to bring an 
action in the proper district court of the United States ... alleging that a person [serving 
an investment company in various capacities] has been guilty ... of gross misconduct 
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under those sections cannot be entertained in an administrative forum. 
The Investment Company Institute agrees with him.* 


ITI 


But the Division disagrees. It says that we can decide cases founded 
on Sections 36 and 36(a). It asserts that those sections prescribe 
standards of conduct and that one who breaches them violates the Act. 
In this connection the Division places great stress on Section 9(b), 
added to the Act in 1970. That section authorizes us to conduct admin- 
istrative proceedings whenever “any provision” of the Act has been 
willfully violated.® 

The Division recognizes the absence of language specifically brand- 
ing as “unlawful” failure to adhere to the standards of conduct pre- 
scribed by old Section 36 and new Section 36(a). But it argues that it 
would be wrong to attach any significance to Congress’ failure to use 
that magic word in either old Section 36 or new Section 36(a). Con- 
gress made the misconduct at which those sections were aimed enjoin- 
able. In the Division’s view it follows that such misconduct must be 
unlawful.® 


or gross abuse of trust. . . . If the Commission’s allegations . . . are established, the court 
shall enjoin such person from acting in such capacities either permanently or for such 
period of time as it in its discretion shall deem appropriate.”’ In 1970 Section 36 was 
renumbered Section 36(a) and amended to read: “The Commission is authorized to bring 
an action in the proper district court of the United States ... alleging that a person 
[serving an investment company in various capacities] has engaged or is about to 
engage in any act or practice constituting a breach of fiduciary duty involving personal 
misconduct. . . . If such allegations are established, the court shall enjoin such person 
from acting in any or all such capacities either permanently or temporarily and award 
such injunctive or other relief against such person as may be reasonable and appropriate 
in the circumstances. .. .” 

#It did so in the statement of views that it filed pursuant to leave granted under Rule 
9(f) of our Rules of Practice. 

Briefs were filed with us, and we heard oral argument. We generally look on interlocu- 
tory applications with disfavor. Here, however, no evidentiary record was needed to resolve 
the threshold issue respondent raised. Accordingly, we saw no reason to delay our decision 
with respect to it. 

5 Section 9(b) as enacted in 1970 provides: ‘“‘The Commission may, after notice and 
opportunity for hearing...” prohibit a person from serving an investment company in 
various capacities if he has “willfully violated any provision of ... this title... .” 

® As authority for this position, the Division cites Frank J. Mosler, Securities Exchange 
Act Release No. 9651 (June 27, 1972), where Section 37 of the Act was one of several bases 
for an administrative proceeding. Section 37 makes larceny or embezzlement of investment 
company property a federal crime. And like Sections 36 and 36(a), Section 37 does not use 
the term “unlawful.” But the Mosler release was a mere summary order unaccompanied 
by an opinion. The matter was never litigated, and no aspect of it was ever presented to 
us for decision in our quasi-judicial capacity. All that we did there was to issue an order 
for proceedings, just as we did here, and then to accept Mosler’s consent to the findings 
made in the order and the sanctions it imposed. Nothing was ever adjudicated in Mosler. 
Hence the order that we issued there is no more of an authority than the order for 
proceedings that we issued in this case, on the legal sufficiency of which we now must 
pass, or the order that we previously issued in this very matter accepting the offer 
of settlement made by the respondents other than Shipley. See n. 2, supra. Such orders 
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The Division points out that courts have granted private rights of 
action under Sections 36, 36(a) and 37 even though none of those sec- 
tions makes any specific provision for such action.’ It then argues by 
analogy that the principles that permit private rights of action to be 
founded on Sections 36 and 36(a), without any specific statutory 
authority therefor, require that those sections be read to include an 
implied grant of power to conduct administrative proceedings. 

The Division also reminds us that we have long applied fiduciary 
standards indistinguishable from those found in Sections 36 and 36 (a) 
when acting in our quasi-judicial capacity in administrative proceed- 
ings under the Securities Exchange and Investment Advisers Acts. 
So courts are not the only tribunals capable of interpreting and apply- 
ing those standards. We too are competent to do so. Finally, the Divi- 
sion argues that the recognition of an implied administrative remedy 
under Sections 36 and 36(a) will further the attainment of the Act’s 
policy objectives. 


IV 


Both old Section 36 and new Section 36(a) begin: “The Commis- 
sion is authorized to bring an action in the proper district court of the 
United States, or in the United States court of any territory or other 
place subject. to the jurisdiction of the United States, alleging . . .” 

This choice of words was not inadvertent. The legislation which 
became the Investment Company Act of 1940 initially provided that 
“| A]ny gross misconduct or gross abuse of trust in respect to a regis- 
tered investment company ... shall be unlawful.”* It would also 
have made such derelictions federal crimes.® This was objected to be- 
fore the Congress on the ground that contravention of the general 
equitable standard of fiduciary conduct should not be made a criminal 
offense because, allegedly, that standard was too uncertain for that 


are of little, if any, precedential weight. A long series of such non-adjudicative orders 
issued in many cases may be significant for certain purposes as pointing to a settled 
administrative construction or practice. But an isolated order or two of the Mosler 
type is of no general import. Such cases are not to be confused with those in which we 
accept an offer of settlement, issue an order that makes the findings and imposes the 
sanction assented to by the settling respondent or respondents, and either together with the 
order or at a later time issue an opinion stating our views on the issues raised. Such 
opinions (see e.g., Faberge, Inc., 45 S.E.C. 249 (1973) ; Great Northern Management Co., 
Inc., 44 S.E.C. 266 (1970); Consumer-Investor Planning Corporation, 43 S.E.C. 1096 
(1969) ; Merrill Lynch, Pierce, Fenner ¢ Smith, Inc., 43 S.E.C. 9383 (1968); Spear ¢ 
Staff, Incorporated, 42 S.E.C. 549 (1965)) are written only after deliberation and analysis 
akin to that reflected in our opinions in contested causes. Hence they are as authoritative 
as opinions in those cases. 

7 See Rosenfeld v. Black, 445 F. 24 1837 (C.A. 2, 1971), petition for cert. dismissed, 409 
U.S. 802 (1972) ; Moses v. Burgin, 445 F. 2d 369 (C.A. 1, 1971), cert. denied, 404 U.S. 
994 (1971) ; Brown v. Bullock, 294 F. 2d 415 (C.A. 2, 1961). See also Papilsky v. Berndt, 
466 F. 2d 251 (C.A. 2, 1972), cert. denied, 409 U.S. 1077 (1972). 

§ Section 17(c) of S. 3580 and H.R. 8935, 76th Cong., 3rd Sess. (1940). 

°Id. Section 43. 
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purpose. In response, the existing provision for civil actions in the Fed- 
eral courts was substituted. No administrative remedy was author- 
ized, perhaps because the Investment Company Act, as originally 
passed, did not authorize any administrative proceedings of a disci- 
plinary nature such as are provided for in the Securities Exchange 
Act of 1934. 

The Division contends that the Investment Company Amendments 
Act of 1970 changed this situation. That Act did amend Section 9 of 
the statute to authorize administrative proceedings of a disciplinary 
nature, New Section 9(b), which was then added, authorizes the 
Commission in an administrative proceeding to disqualify persons from 
serving an investment company in specified capacities if, among other 
things, such persons are found to have “willfully violated” any provi- 
sion of the Investment Company Act. 

But the introductory phrase of Section 36 authorizing the Commis- 
sion to bring an action in a district court was carried over without 
change, although Section 36 was otherwise amended in material re- 
spects. Neither before the amendment nor afterwards, does Section 36 
in terms make anything unlawful. It simply authorizes the Commis- 
sion to file an action in the Federal court and empowers the court to 
grant appropriate relief. Such language would not normally lead to 
the conclusion that the conduct actionable under the section is a viola- 
tion of the Act. Moreover, violations of the Act are criminal offenses. 
And, as pointed out above, Congress in 1940 deliberately determined 
that Section 36 should not be a basis for criminal prosecution. There is 
no reason to believe that any change in this determination was made 
or intended in 1970. 

Hence we conclude that Section 36 cannot serve as the sole basis for 
administrative sanctions. That conclusion does not rest primarily on 
the absence from that section of some magic phrase as “it shall be 
unlawful” to engage in the conduct there specified. The revision of 
Section 36 was neither an incidental nor a minor part of the 1970 
Amendments. On the contrary, it was one of the most carefully con- 
sidered and, for that matter hotly debated, aspects of the legislative 
effort which culminated in those amendments. This was particularly 
the case after the decision, in 1969, to use Section 36 as the vehicle for 
providing control over management fees and compensation which was 
one of the central issues in the legislative program. This was, of course, 
accomplished by adding a new subsection 36(b) dealing specifically 
with the compensation of investment advisers to investment compa- 
nies. Throughout the extended consideration of that subsection, it was 


10 This legislative history is discussed in some detail in Brown v. Bullock, 194 F. Supp 
207, 238-245 (S.D.N.Y. 1961), affirmed on other grounds, 294 F, 2d 415 (C.A. 2, 1961). 
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repeatedly stressed that judgments thereunder were confided to the 
federal courts and not to anyone else, including the Commission.” 

Were Section 36(a) a basis for an administrative proceeding under 
Section 9, the structure of the statute is such that Section 36(b) would 
also provide such a basis. In light of the meticulous and protracted con- 
sideration of every aspect of both of those subsections it is simply 
inconceivable that an administrative remedy for enforcement of these 
provisions was provided with no mention of this whatsoever, anywhere 
in the lengthy legislative history. 


V 





The Division relies on precedents implying private rights of action 
under Sections 36 and 36(a).?? It argues by analogy that an implied 
right of administrative action should also be recognized. We find the 
analogy unavailing. 

The right to bring a civil action is commonly implied under the 
securities acts and elsewhere in the law from statutes that on their 
face at least seem only to provide for criminal and administrative 
sanctions. This is so because a statute that declares something unlawful 
defines a standard of conduct which becomes part of the legal fabric 
that common law courts administer. As one noted scholar puts it: 
“When a statute provides that under certain circumstances particular 


acts shall or shall not be done, it may be interpreted as fixing a standard 
for all members of the community from which it is negligence to deviate.” ™ 


Thus in our field the securities laws define duties. Persons injured 
by breaches of those duties can get redress in the courts (whether the 
statute expressly says so or not) because “the disregard of the com- 
mand of a statute is a wrongful action and a tort.” 

This doctrine has its roots in the common law. We do not consider 
it an adequate basis for implying a grant of authority to the Commis- 
sion to conduct an administrative proceeding. Such authority must be 
derived from a statutory source which, as pointed out above, we do 
not find. 

Our conclusion that we cannot conduct an administrative discipli- 
nary proceeding, based solely upon an alleged violation of Section 36, 
does not mean that we have no authority to take cognizance of that 
section in a proceeding otherwise appropriately before us. Section 
36(a) has been held to be more than a mere grant to the Federal courts 


11 See, for example, House Report No. 91-1382, 91st Cong., 2d Sess. 36-37 (1970). 
13 See cases cited in note 7, supra. 
13 Prosser, Torts 190 (4th ed. 1971). 
4 Kirkpatrick, J. in Kardon v. National Gypsum Co., 69 F. Supp. 512, 514 (E.D. Pa. 
1946) quoted at 3 Loss, Securities Regulation 1762 (2nd ed. 1961). 









































CARL L. SHIPLEY 595 


of jurisdiction to apply common law principles. It is also a means of 
enforcing the Investment Company Act.’® Consequently, for example, 
in an administrative proceeding where we had found willful violations 
of some other provisions of the Act, we could, on the issue of what 
sanction was appropriate, consider and determine whether or not the 
respondent had committed a breach of trust involving personal mis- 
conduct within the meaning of Section 36. We hold only that we can 
neither conduct an administrative proceeding nor impose sanctions 
solely on the basis of Section 36. 


VI 


The Division wishes to carry on with the case by recasting it as one 
under the antifraud provisions of the Securities and the Securities Ex- 
change Acts. To that end it cross-moves to amend the order for pro- 
ceedings so as to charge Shipley with having willfully violated Section 
17(a) of the Securities Act, Section 10(b) of the Securities Exchange 
Act, and our Rule 10b-5 under that latter section. The factual allega- 
tions on which the Division proposes to rest these new charges are 
substantially the same as those in the original order for proceedings. 

Were this an ordinary motion to amend, we would grant it without 
hesitation. Our general policy with respect to such motions is liberal.'* 
Where the purpose is merely to correct an error in pleading, to con- 


form the pleadings to the proof, or to take into account subsequent 
developments which should be considered in disposing of the proceed- 
ing,’’ amendment should be freely granted, subject only to the con- 


145 Brown v. Bullock, 194 F. Supp. 207, 238 (S.D.N.Y. 1961), affimed on other grounds 
294 F. 2d 415 (C.A. 2, 1961). “The federal sanctions were not placed in. . . section 36 
for the sole purpose of enforcing exclusively State-created duties as prescribed and defined 
in multitudinous State incorporation laws and their interpretative decisions. The more 
reasonable view is that the main purpose for placing these elaborate and detailed federal 
sanctions in this regulatory Act was to enforce compliance with the Act and performance 
of the duties imposed by the Act.” 

16 Rule 6(d) of our Rules of Practice provides that: “In any proceeding, applications or 
motions for amendments to the matters of fact and law to be considered may be granted, 
for cause shown, ... by the Commission at any time.’ In applying that rule we have been 
guided by the liberal spirit of the Federal Rules of ‘Civil Procedure which direct in Rule 
15(a) that “leave to amend shall be freely given when justice so requires,” in Rule 15(b) 
that even at the trial such leave be granted “freely when the presentation of the merits 
of the action will be subserved thereby and the objecting party fails to satisfy the court 
that the admission of such evidence would prejudice him in maintaining his action or 
defense upon the merits,’ and in Rule 15(d) that ‘“‘Upon motion of a party the court 
may, upon reasonable notice and upon such terms as are just, permit him to serve a 
supplemental pleading setting forth transactions or occurrences or events which have 
happened since the date of the pleading sought to be supplemented.” 

17 One common situation of this type is one in which a court enters an injunction against 
a defendant who is also a respondent in a pending administrative proceeding. Since there 
was no injunction when the order for proceedings issued, it could not possibly have been 
alleged in the original order. Yet the public interest requires that the injunction and its 
implications be considered in the administrative proceeding. Accordingly, motions to amend 
(in the courts they would be termed motions to “supplement,” but our rules of practice 


draw no distinction between supplemental pleadings and amended pleadings) are granted 
routinely in these circumstances. 





596 SECURITIES AND EXCHANGE COMMISSION 


sideration that other parties should not be surprised nor should their 
rights be prejudiced. 

This, however, is not such a case. In substance, the Division asks us 
to authorize the initiation of a new proceeding. This is so because: 

(1) The original order for proceedings failed to state a claim for 
administrative relief ; 

(2) The Division now wants to go forward on a new legal theory 
very different from the one originally proposed ; and 

(3) The proceeding has not advanced beyond the pleading stage, no 
hearings have been held or even scheduled. 

Viewing the proposed amendment as, in substance, a new proceeding, 
the question before us is whether it should be authorized. This is not a 
question of law; it is a question of policy, as to which we have con- 
siderable discretion.’® 

Among other policy considerations which militate against recom- 
mencing this proceeding on the Division’s new theory is the fact that 
Shipley’s alleged misconduct, if it occurred, would appear to fall more 
nearly under the classification of breach of fiduciary duty than that of 
fraudulent activity. Had it been otherwise, the case would presumably 
have been brought originally as a fraud case.?® Moreover, granting the 
amendment, at this time, could give rise to the implication that, since 
Shipley has successfully attacked the original basis for this proceeding, 
we are looking around for an alternative. Such implication would be 
undesirable. 

In the circumstances we do not deem it appropriate to continue these 
proceedings. 


Vil 


Yor the reasons stated above, we shall: 

(1) Deny the Division’s motion to amend; and 

(2) Dismiss the instant proceeding. 

An appropriate order will issue. 

By the Commission (Chairman Garrett and Commissicners Loomis, 
Evans and Sommer) ; Commissioner PotLack not participating. 


18 As ex-Commissioner Whitney said in his concurring opinion in Fundamental Investors, 
Inc., 41 S.E.C. 285, 302-303 (1962): “It is not realistic to assume that our operating 
Divisions and Regional Offices can respond to every public complaint, however well 
founded: We cannot initiate a proceeding under Section 8(d) of the Securities Act on 
every registration statement which deserves a stop order; we cannot necessarily discover 
every broker-dealer whose conduct deserves censure and discipline: we do not participate 
in every Chapter X proceeding under the bankruptcy laws. For that matter, the Internal 
Revenue Service cannot audit every tax return which deserves that degree of scrutiny... . 
The public should understand that, absent a blank check appropriation which we will 
never have and which we cannot responsibly seek, this agency must be permitted to reserve 
a large measure of discretion in choosing, after a well intentioned and thoughtful assess- 
ment of the requirments of the public interest, those cases which it will hear.” 


12 However, we do not imply that the proposed amendment would be defective as a 
matter of law. 





IN THE MATTER OF 
MIDDENDORF, COLGATE & CO. 
AUSTEN B. COLGATE 


File No. 383-3836. Promulgated June 21, 1974 


Securities Exchange Act of 1934 


ORDER OF THE COMMISSION 


These were remedial proceedings pursuant to the Securities Ex- 
change, Investment Company, and Investment Advisers Acts. The 
order instituting them named three respondents. One was Middendorf, 
Colgate & Co. (“registrant”), a registered broker-dealer and invest- 
ment adviser. Another was Austen B. Colgate, registrant’s managing 
partner. The third was Carl L. Shipley, an attorney. 

Registrant and Colgate made a joint offer of settlement, which the 
Commission found acceptable. Accordingly, an order issued that made 
adverse findings against registrant and Colgate on the basis of their 
offer and of the order for proceedings. That same order also imposed 
the sanctions to which the offerors had consented. Middendorf, Colgate 
2 Co., Securities Exchange Act Release No. 10016 (February 26, 
1973), 1 SEC Docket No. 5, p. 2. 

Subsequently, a second order issued modifying the suspension that 
the first one had imposed on Colgate. Austen B. Colgate, Securities 
Exchange Act Release No. 10157 (May 18, 1973), 1 SEC Docket No. 
16, p. 8. 

Shipley, the third respondent, made no offer of settlement. Instead, 
he moved to vacate the order for proceedings for legal insufficiency. 
And the Commission has this day held the order for proceedings de- 
fective and dismissed as to Shipley. Carl L. Shipley, 45 SEC 589 
(1974). Accordingly, it is on the Commission’s own motion. 

ORDERED that all of the orders heretofore issued herein with 
respect to Middendorf, Colgate & Co. and Austen B. Colgate be, and 
they hereby are, vacated; and it is further 

ORDERED that the proceedings be, and they hereby are, dismissed 
as to them. 

By the Commission (Chairman Garretr and Commissioners 
Loomis, Evans and Sommer); Commissioner Portack not 
participating. 


45 S.E.C.—34——10871 597 





IN THE MATTER OF 
THE APPLICATION OF 
LIVADA SECURITIES CO. 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-4349. Promulgated July 2, 1974 
Securities Exchange Act of 1984 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 


Where member of registered securities association, in violation of association’s 
rules of fair practice, failed to comply with net capital and recordkeeping re- 
quirements, sanctions of censure and fine sustained as not excessive or oppres- 
sive with due regard to public interest. 


APPEARANCES : 

Achilles Livada, pro se. 

Lloyd J. Derrickson, Richard A. Fitzpatrick and Dwight D. Keen, 
for the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Livada Securities Co. (“applicant”) has applied pursuant to Sec- 
tion 15A(g) of the Securities Exchange Act for review of discipli- 
nary action taken against it by the National Association of Securities 
Dealers, Inc. (“NASD”). The NASD found that, during the period 
1970-1971, Achilles Livada, now applicant’s general partner and at 
that time doing business as a sole proprietor, violated Article III, Sec- 
tions 1 and 21 of its Rules of Fair Practice’ in that (a) he engaged 
in business while his adjusted net capital was below the $5,000 mini- 
mum required by our Rule 15c3-1 under the Exchange Act on each 
month-end date from May through August 1971 and as of September 9, 
1971, with the deficiencies ranging from $940 to $1,585, (b) certain of 
his books and records were not current or complete as required by our 
Rule 17a-8 under the Exchange Act, and (c) his quarterly financial 


1 Section 1 requires members to observe high standards of commercial honor and just 
and equitable principles of trade. Section 21 requires members to keep and preserve books 
and records in accordance with applicable statutes and rules. 


45 S.E.C.—34——_10894 
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reports to the association for the periods ending January and April 
1971 were inaccurate and incomplete. With respect to the recordkeep- 
ing deficiencies, which were uncovered in an inspection on Septem- 
ber 9, 1971, the NASD found that the customer and broker ledgers had 
not been posted beyond August 31 and the stock position records were 
in arrears by at least three weeks, and that proofs of money balances 
of ledger accounts for the period August 1970-May 1971 were incom- 
plete or not on file, with the result that trial balances for that period 
were not balanced or complete. 

On the basis of the above findings, an NASD District Business Con- 
duct Committee censured Livada, fined him $500, suspended his mem- 
bership for two days and assessed costs of $84 against him. On appeal, 
the Board of Governors affirmed the findings of violations but modified 
the penalties by remitting the suspension and increasing the fine to 
$1,000. 

Livada admits the violations but contends that the penalties im- 
posed are excessive and oppressive? in light of various mitigating 
circumstances, which the NASD recognized, including the fact that the 
violations were inadvertent and attributable in part to his inexperi- 
ence, and the steps taken to avoid a repetition. He also stresses the 
size of the fine in relation to applicant’s capital of about $20,000. 

The record shows that Livada, after spending some 16 years in the 
insurance business, entered the securities business as a sole proprietor 
in 1969. After dealing initially only in mutual funds, he began to 
branch out into a general securities business early in 1970. His record- 
keeping system was set up by a large accounting firm which, as he 
subsequently learned, was inexperienced with respect to our require- 
ments. The system was apparently established when his business was 
almost exclusively in mutual fund sales and did not include adequate 
procedures for preparation of the required trial balances. Livada 
testified that his own computations showea him to be in compliance 
with capital requirements at all times. However, when the accountants 
completed their 1971 audit in August, he learned that he had been out 
of compliance since May. He then contributed sufficient additional 
capital to meet requirements. When the NASD inspector found a 
deficiency on September 9, 1971, Livada made a further capital con- 
tribution. He attributed the incompleteness of his ledgers and posi- 
tion records primarily to the illness of his bookkeeper. It appears that 
the various recordkeeping deficiencies were promptly remedied. Since 


2Section 15A(h) of the Exchange Act, which defines the nature of our review of 
disciplinary action by the NASD, provides that we must dismiss these proceedings if we 
find that applicant engaged in the conduct found by the NASD and that such conduct 
violated the designated rules of the association, unless we further find that the penalties 
imposed by the NASD are excessive or oppressive, having due regard to the public interest, 
and should be cancelled or reduced. 
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September 1971, Livada has been required to submit semi-monthly, 
and later monthly, trial balances and net capital computations to the 
NASD and has been in compliance with capital requirements. 

In his appeal to the Board of Governors, Livada focused his argu- 
ments on the asserted harshness of the suspension. As noted, the Board 
heeded his pleas by remitting the suspension, although it increased the 
fine from $500 to $1,000. It referred to the mitigating circumstances 
cited above, but stressed the seriousness of the violations and noted the 
fact that once before, in 1970, the NASD staff had cautioned Livada 
by letter about recordkeeping deficiencies. 

The issue before us is not whether we would have imposed the same 
sanctions as the NASD, but whether the penalties imposed are exces- 
sive or oppressive, having due regard to the public interest. We do not 
find them so. Needless to state, we are in full accord with the NASD’s 
emphasis on the importance of our net capita] and recordkeeping re- 
quirements. The net capital rule, which was designed to assure financial 
responsibility of brokers and dealers,’ has been described as “one of 
the most important weapons in the Commission’s arsenal to protect 
investors.” * And accurate and current records are essential to enable 
a broker-dealer to determine compliance with net capital and other 
requirements.> The fact that there were no customer losses does not 
mitigate the violations.° And while Livada may have had reason to 
rely on his accountants, he could not shift to them his ultimate respon. 
sibility for compliance with the pertinent requirements.’ 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans, Sommer and Potiack). 


3M. V. Gray Investments, Inc., 44 S.E.C. 567, 573 (1971). 

* Blaise D’Antoni € Associates, Inc. v. 8.E.C., 289 F. 2d 276, 277 (C.A. 5, (1961). 

5 See, e.g., Fox Securities Company, Inc., 45 S.E.C. 877 (1978). 

6 Higgs, Inc., 45 S.E.C. 318, 321 (1973): “[E]xposure of customers to risk of loss is 
itself the abuse at which the [net capital] ruse is aimed.” 

7See Dalen Investments € Funds, Inc., 45 S.E.C. 65, 67 (1972). 





IN THE MATTER OF 
ARTHUR ANDERSEN & CO. 
File No, 3-4430. Promulgated July 8, 1974 


Securities Act of 1933—Rule 2(e) of the Rules of Practice 


FINDINGS AND OPINION OF THE COMMISSION 


In May, 1973 information came to the attention of the Commission 
which indicated that the Commission and the public had not been fully 
informed of the facts relating to a settlement negotiated between 
Whittaker Corporation (“Whittaker”) and its auditors, Arthur An- 
dersen & Co. (“Arthur Andersen”) arising out of an audit performed 
by Arthur Andersen of the inventory of a subsidiary of Whittaker. 
Accordingly, the Commission ordered a formal investigation into this 
matter which confirmed that public disclosure and disclosure of this 
settlement to the staff had been incomplete. As a result of this investi- 
gation, an injunctive proceeding was instituted on February 8, 1974 
against Whittaker and the captioned proceeding pursuant to Rule 2(e) 
of the Commission’s Rules of Practices was instituted thereafter. 

Since the proceedings were instituted, Arthur Andersen, solely for 
the purposes of settling this matter, and without admitting or denying 
any of the allegations, findings or conclusions has consented to the 
entry of an order censuring the firm and to the publication of certain 
findings and conclusions by the Commission. For purposes of this 
settlement, Arthur Andersen has waived separation of functions and 
consented to the staff’s participation in the preparation of this order 
and opinion. 

The Arthur Andersen settlement with Whittaker arose out of its 
audit of the inventory of Crown Aluminum Corporation, a major 
subsidiary of Whittaker, as part of its examination of the financial 
statements of Whittaker Corporation for the fiscal year ended Oc- 
tober 31, 1971. Subsequent to this examination, in connection with the 
proposed sale of Crown, a physical inventory was taken which indi- 
cated that inventory on the books exceeded physical inventory on hand 
by approximately 100%. In the subsequent investigation, it was deter- 
mined that the inventory overstatement resulted from the fraudulent 
alteration of inventory records by Crown management and other 
Crown personnel. By recreation of inventory records, it was calculated 

45 §.E.C.—33——5512 601 
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that the $9.2 million book inventories of Crown at October 31, 1971 
were overstated by approximately $4.4 million, and that income for 
fiscal years 1970 and 1971 was overstated. Of this total shortage, ap- 
proximately $2.5 million occurred at Crown’s Roxboro plant. The 
Roxboro physical inventory had been observed by Arthur Andersen. 

In connection with this observation, the Arthur Andersen auditors 
did not adequately control inventory count tags even though the firm’s 
own procedures require such control. Accordingly, Crown personnel 
were able to alter certain tags and to create other tags which were 
included with actual count tags prior to the tabulation of the inven- 
tory. In addition, the fraudulent tags were printed out in numerical 
sequence on the inventory tabulation listing and indicated quantities 
of aluminum coil in units of 50,000 pounds per coil which are quanti- 
ties in excess of that which could have been reasonably expected to be 
physically contained in the Roxboro plant or any other plant. The 
plant did not manufacture or purchase aluminum coils in excess of 
5,000 pounds. The auditors and any reviewers of the inventory work 
papers did not notice this block of 100 tags which constituted a sub- 
stantial portion of the total inventory on the computer listing with 
quantities 10 times as large as the largest actual inventory item. 
Normal inventory auditing procedures would require that special at- 
tention be paid to the largest items in the inventory. 

Further, this inventory observation took place under circumstances 
which should have warranted special care. Arthur Andersen was 
aware that in 1969 and 1970 certain inventory tags originally ac- 
counted for as unused were included as used by Crown in the computer 
runs. Arthur Andersen also knew that Crown’s system for accounting 
for the inventory resulted in differences between the physical and book 
inventories among various subcategories, though not in net amounts." 
Further, the 1971 audit took place in the context where an internal 
Arthur Andersen memorandum had expressed questions concerning 
the “credibility” in other respects of Crown’s management.? 

In the judgment of the Commission, Arthur Andersen did not fol- 


1Employees at Crown improperly prepared and/or recorded production and other 
accounting records so that the overall book inventory was virtually equal to the inflated 
physical accounts. 

2An Arthur Anderson internal memorandum dated March 14, 1970, expressed the 
following : 

“. . There may be a question as to this client’s [Crown] credibility as their position 
changes relative to the net income they wish to report and the pressures Whittaker is 
exerting on them. 

* * * * * * * 

“In our opinion, the Crown personnel have not been kept fully informed by Whittaker 
on just what we are doing in relation to the S—1. It is their opinion that we should pass 
adjustments so they can show a very favorable trend. They have told us that this is what 
our other offices are doing, and that you have agreed that our treatment of the inventory 
and bad debt adjustments is not valid—they are definitely trying to play off you against 
us to get favorable treatment.” 





ARTHUR ANDERSEN & CO. 603 


low generally accepted auditing standards in the audit of Crown’s 
inventory, and must share responsibility for the misstatements which 
resulted, even though it is apparent that the firm was the victim of a 
deliberate scheme to defraud perpetrated by certain management, 
supervisory and plant personnel of Crown. 

The Commission has been advised that Arthur Andersen has taken 
steps to prevent the recurrence of similar audit deficiencies. The firm 
has thoroughly reviewed the audit program used to audit Crown’s 
inventory in order to make the most constructive use of its experience 
jin this regard. While Arthur Anderson did not find that the programs 
themselves were deficient within the parameters for which they were 
designed, nevertheless it has revised its audit guides in such a way as 
to enable reviewing personnel to detect breakdowns in audit procedures 
such as occurred here. Further, Arthur Andersen is in the process of 
preparing a case study of the Crown Aluminum situation, This case 
study will be used in Arthur Andersen’s staff training program in 
order to alert its professional staff to situations of this nature and to 
make its professional staff more aware of the areas in which a fraud 
can be perpetrated and the methods used to cover up such fraudulent 
conduct. 

In addition, the Arthur Andersen personnel involved in the audit on 
both a staff and a supervisory level have either left the firm or been 
reassigned to responsibilities not related to the firm’s professional 
practice. 

The Commission believes that these corrective measures and the 
settlement negotiated at arm’s length with the party damaged make 
unnecessary any further action by the Commission in regard to the 
inventory auditing deficiency. Subsequent actions by Arthur Andersen 
in the disclosure of the settlement and related matters require further 
discussion and action. 

Promptly following discovery of the inventory problem. Whittaker 
and Arthur Andersen agreed that it would be desirable to conduct a 
comprehensive review of the company’s accounting systems and inter- 
nal controls and an examination of its major inventories as well as to 
engage in a balance sheet audit of expanded scope at the end of the 
1972 fiscal year in order to assure both Whittaker and Arthur Ander- 
sen that similar problems did not exist at operating units in addition 
to those discovered at Crown. Initially, Arthur Andersen offered to 
conduct this review, to assist in the implementation of any recom- 
mendations, and to perform the expanded scope audit work at “loan 
staff rates,” approximately one-half of Arthur Andersen’s normal 
billing rates, which would approximate its out-of-pocket costs, At 
the time, Arthur Andersen estimated that the review work, if billed 
at normal rates, would amount to approximately $340,000. At Whit- 
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taker’s request Arthur Andersen agreed to perform the review at no 
charge. Arthur Andersen also said to Whittaker that it would assist in 
performing any systems work recommended in the review at approxi- 
mately one-half the normal] billing rates. 

At about the same time, Whittaker retained special counsel to deter- 
mine whether it had a cause of action against Arthur Andersen. It did 
so because it was of the belief that Arthur Andersen had conducted an 
inadequate audit in connection with Crown’s inventory. Because Whit- 
taker’s own investigation relating to the cause of the inventory dis- 
crepancies was not then completed, it was decided that the company 
would defer determining; whether it had a cause of action against 
Arthur Andersen until the results of investigation were known. Whit- 
taker did not advise Arthur Andersen that Whittaker was evaluating 
its legal rights against Arthur Andersen. Following the conclusion of 
its investigation into the cause for the inventory discrepancies, and in 
December 1972, after Arthur Andersen had completed its review of 
Whittaker’s accounting systems and internal control and issued a 
report thereon, Whittaker was advised by its special counsel as well 
as its General Counsel that in their opinion Whittaker had a cause of 
action against Arthur Andersen. This conclusion was communicated 
to Whittaker’s Board of Directors, which decided that the company 
should pursue its claims against Arthur Andersen. However, because 
Arthur Andersen was then in the process of completing its audit of 
Whittaker’s 1972 financial statements, and Whittaker was concerned 
that the assertion of a claim might jeopardize the ability of Arthur 
Andersen to complete its audit, Whittaker intentionally withheld from 
Arthur Andersen any indication that Whittaker intended to assert a 
claim against Arthur Andersen.’ On December 28, 1972, the board of 
directors decided to assert a claim against Arthur Andersen but con- 
cluded that it should not be brought to Arthur Andersen’s attention 
until Arthur Andersen had completed its audit and had signed its 
report on Whittaker’s financial statements which was to be included in 
a registration statement to be filed with the Commission in a few days. 

On January 4, 1973, Arthur Andersen executed its report on Whit- 
taker’s financial statements for the fiscal year ended October 31, 1972. 
The auditor’s report and financial statements were contained in a 


3 At a board of directors meeting in early December, the topic of submitting the name of 
Arthur Andersen to the shareholders for ratification as the auditors for the following 
year was discussed even though Whittaker had not previously submitted to their share- 
holders the question of ratifying the selection of auditors. At a board meeting held on 
December 22, 1972, it was decided that Arthur Andersen would be recommended to the 
shareholders, provided that the claim Whittaker intended to assert against Arthur 
Andersen could be resolved. However, when Arthur Andersen requested a copy of the 
minutes in connection with its audit, Whittaker furnished only a summary of the minutes 
of this meeting, claiming that the full minutes had not as yet been prepared. The summary 
made no mention of the claim against Arthur Andersen. 
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registration statement filed with the Commission by Whittaker on 
January 5, 1973. On the same day that the registration statement was 
filed with the Commission, officers of Whittaker advised Arthur 
Andersen that Whittaker felt it had a claim against Arthur Andersen. 
At that time, Whittaker asserted a claim of approximately $3 million 
against Arthur Andersen. During the month of January 1973, there 
followed a number of meetings between top officers of Whittaker and 
senior partners of Arthur Andersen. During these meetings, Arthur 
Andersen indicated that the pending claim against it jeopardized its 
independence and therefore that it would be unable to sign amend- 
ments to the pending registration statements, Whittaker told Arthur 
Andersen that if the issues were not settled, Whittaker would not be 
able to recommend Arthur Andersen to its shareholders in connection 
with the next shareholder’s meeting. On January 30, 1973 personnel 
from Whittaker and Arthur Andersen met to see if they could resolve 
their differences. 

During the negotiations, Arthur Andersen maintained that it would 
not settle for any amount in excess of $1 million. Initially, they offered 
to settle by paying Whittaker $500,000 in cash. They also proposed to 
establish a ceiling of $250,000 at loan staff rates for the implementa- 
tion work relating to the recommendations of the previous review in 
accordance with the agreement made prior to the review. At that time, 
they explained that Whittaker was going to receive almost $2 million: 
$500,000 in cash, $250,000 in free services at loan staff rates equal to 
$500,000 in normal billings, plus the $1 million in free services that 
had already been performed. This was the first time that Whittaker 
had been advised that the review work Arthur Andersen had previ- 
ously performed without charge to Whittaker would have cost ap- 
proximately $1 million at normal billing rates and not the originally 
estimated $340,000. Whittaker, however, insisted upon a minimum of 
$1 million in cash in addition to the $250,000 loan staff assistance which 
Arthur Andersen had offered, for a total of $1,250,000. After several 
intermediate offers, Whittaker finally offered to settle on a cash pay- 
ment of $875,000. Agreement was also reached on a ceiling of $375,000 
for the implementation program at loan staff rates. Whittaker executed 
and delivered to Arthur Andersen a written release of its claim in 
consideration of the payment to it of $875,000. 

According to Whittaker, immediately preceding agreement to the 
terms of this final proposal, Arthur Andersen inquired of Whittaker 
whether Arthur Andersen would be recommended to the shareholders 
at the forthcoming shareholders meeting and were told they would be 
recommended. 

According to Whittaker, Arthur Andersen desired to have dis- 
closures concerning the settlement limited to the $875,000 cash pay- 
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ment.* According to Arthur Andersen the settlement amounted only 
to the cash payment of $875,000 and, since the other factors were not 
a part of the settlement, no disclosure was necessary. 

Kollowing the settlement, counsel for Whittaker requested a meeting 
with the staff of the Commission, including the Chief Account- 
ant of the Commission, in order to discuss the possible effect the settle- 
ment might have on Arthur Andersen’s independence. This meeting 
took place February 6, 1973 and was attended by senior management 
of Whittaker and senior partners of Arthur Andersen, including on 
both sides persons who had attended the negotiating meetings described 
above, and by their respective counsel. At that time, the $875,000 cash 
payment settlement was described to the Commission as the settlement. 
No mention was made of the earlier free review work that Arthur 
Andersen had performed several months before any threat of suit 
(which had been estimated to have involved almost $1 million if billed 
at normal rates), and no mention was made of the additional agree- 
ment by Arthur Andersen to assist in implementing the review recom- 
mendations at loan staff rates up to an amount of $375,000. In addi- 
tion, no mention was made of the deficiencies in the Crown audit even 
though the Commission staff, concerned because of the apparent size 
of the settlement, asked Arthur Andersen representatives whether 
there were significant audit deficiencies. Arthur Andersen personnel 
at the meeting stated that they stood by the quality of their audit and 
were making a settlement solely to avoid protracted litigation. As a re- 
sult of that meeting, the staff of the Commission concluded, consider- 
ing all of the circumstances then known to it, that it would not chal- 
lenge Arthur Andersen’s independence. 

Following the meeting with the staff, Whittaker recommended to 
its shareholders in a proxy statement dated February 16, 1973 that 
Arthur Andersen be selected as Whittaker’s auditors for the fiscal 
year 1973. At the annual meeting of shareholders held on March 20, 
1973, the shareholders approved management’s recommendation. 

Shortly thereafter, the Commission learned of the fee arrangements 
between Whittaker and Arthur Andersen with respect to review work 


*The disclosure of the settlement in Whittaker’s proxy material dated February 16, 
1973, was as follows: 

“Arthur Andersen & Co. has acted as the Company’s independent auditors since 1952. 
Upon discovery in May, 1972 that the book inventory at one of the company’s subsidiaries 
exceeded the physical inventory by approximately $6,300,000, Arthur Andersen & Co. 
undertook a detailed review of the accounting and financial controls at each of the 
Company’s operating units and developed recommendations for the improvement of such 
controls. These recommendations have been reviewed by the Company and are being imple- 
mented by the Company with the assistance of Arthur Andersen & Co. Arthur Andersen 
& ‘Co. has agreed to pay the Company $875,000 as reimbursement for certain expenses of 
the Company related to the inventory discrepancy, and the Company has agreed that it 
will not initiate against Arthur Andersen & Co. any claims it might have as a result of the 
inventory discrepancy. The agreement preserves all of the Company’s other rights relating 
to the inventory discrepancy, including its right to prosecute its full claim against its 
fidelity insurance carriers.” 
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and implementation. As a result of this, it ordered that a formal 
investigation be undertaken into this matter. As noted supra, as a 
result of that investigation, the Commission on February 8, 1974 insti- 
tuted an injunctive proceeding against Whittaker, and ordered the 
institution of these proceedings. In the injunctive action, the Com- 
mission charged Whittaker with violating Section 14(a) of the Securi- 
ties Exchange Act of 1934 and Rule 14a-9 thereunder in connection 
with Whittaker’s February 16, 1973 proxy statement in which Whit- 
taker sought shareholder ratification of the appointment of Arthur 
Andersen as Whittaker’s auditors for the fiscal year 1973.* Contempo- 
raneous with the filing of the complaint, Whittaker, without admit- 
ting or denying the allegations contained therein, consented to the 
entry of an order enjoining Whittaker from future violations of Sec- 
tion 14(a) of the Securities Exchange Act and Rule 14a-9 thereunder. 
Whittaker also consented to the entry of an order requiring it to dis- 
close to its shareholders in the first proxy solicitation made by Whit- 
taker following the entry of the court’s decree, “the full details of its 
relationship with Arthur Andersen & Co.” On March 26, 1974, Whit- 
taker mailed to its shareholders a proxy statement setting forth its 
relationship with Arthur Andersen. 

In many respects, Arthur Andersen must share responsibility for 
the incomplete disclosure contained in Whittaker’s 1973 proxy state- 
ment. Arthur Andersen must also share responsibility for the incom- 
plete statement that was given to the staff of the Commission when the 
staff’s advice was sought concerning Arthur Andersen’s continued 
independence. 

Anything less than full disclosure cannot be considered consistent 
with the securities laws. The keystone of the securities laws is disclo- 
sure, disclosure which puts a premium on two objectives: 

“The emphasis on disclosure rests on two considerations, One related te 
the proper function of the federal government to investment matters. Apart 
from the prevention of fraud and manipulation, the draftsmen of the ’33 
and '34 Acts viewed that responsibility as being primarily one of seeing to 
it that investors and speculators had access to enough information to enable 
them to arrive at their own rational decisions. The other rests on the belief 


that appropriate publicity tends to deter questionable practices and to 
elevate standards of public conduct.” 7 


5 Securities and Exchange Commission v. Whittaker Corporation, C.D. Calif., C.V. 74 
345 HP (filed February 8, 1974). 

In September 1973, during the pendency of the Commission’s investigation which 
preceded the filing of the above-mentioned complaint, Whittaker’s board of directors 
concluded that the interests of the company required the appointment of a successor to 
Arthur Andersen as the company’s auditor so that the fiscal 1973 financial statements 
could be audited on a timely basis. Whittaker concluded that in the context of that 
investigation, ‘Arthur Andersen & Co. would be disabled from rendering an opinion with 
respect to the company’s financial statements for the 1973 year.” 

7See F. Wheat, Disclosure to Investors, 10 (1969) (hereinafter referred to as the 
“Wheat Report’). 





608 SECURITIES AND EXCHANGE COMMISSION 


The ultimate goal of the securities laws is, of course, shareholder and 
investor protection. Effective disclosure is essentially a means to that 
end and the entire legislative scheme can be frustrated by technical or 
formalistic attempts to comply with the statutes and rules involved 
without complying with the substance and hence the spirit and pur- 
pose of the laws involved. The Commission has consistently attempted 
to achieve disclcsure in terms which are “clearly understandable.” ° 
Unfortunately, actual disclosures made have not always achieved the 
obectives of the statute. As District Judge Weinstein noted in this 
connection : 


“In at least some instances, what has developed in lieu of the open dis- 
closure envisioned by the Congress is a literary art form calculated to com- 
municate as little of the essential information as possible while exuding an 
air of total candor. Masters of this medium utilized turgid prose to enshroud 
the occasional critical revelation in a morass of dull, and—to all but the 
sophisticates—useless financial and historical data. In the face of such 
obfuscatory tactics the common or even the moderately well informed 
investor is almost as much at the mercy of the issuer as was his pre-SEC 
parent.” ° 


In the instant case both Whittaker and Arthur Andersen, in secking 
the advice of the Commission’s staff in the manner in which they did, 
not only frustrated the purposes of the statute but imposed upon the 
Commission and its staff by seeking advice without providing the staff 
with all of the material facts. The representatives of Arthur Andersen 
in this regard emphasize that they were acting in good faith and in 
reliance on advice of several counsel, and that they believed additional 
disclosure was not germane or required. It should be apparent to all, 
however, that the securities laws and their administration by the Com- 
mission and its staff cannot function well if those who practice before 
the Commission and those who file documents with it fail to operate in 
an atmosphere of unquestionable candor and full disclosure. Adequate 
disclosure does not take place when there are salient facts bearing on 
the merits of a negotiated settlement which are not disclosed. 

Whatever the merits of the argument that disclosure of the other 
aspect of the settlement were not required to be made in the proxy 
statement, there is no excuse for their non-disclosure to the staff of the 
Commission when its advice was being sought. The advice sought and 
the advice given are only as good as the information upon which they 
are predicated. The limited review engaged in by the staff of the 
Commission, whether it relates to registration statements, proxy 
statements or other materials filed with the Commission, and the advice 
sought and the comments given by the staff cannot take place consistent 


8 Wheat Report, at 78. 
° Feit v. Leasco Data Processing Equipment Corp., 332 F. Supp. 544, 565 (E.D.N.Y., 
1971). 
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with the objectives of the statutes in an adversarial atmosphere. The 
Commission and its staff do not and cannot investigate representations 
made to it, but must be able to rely on their completeness if this process 
is to work. The objectives of the securities laws can only be achieved 
when those professionals who practice before the Commission, both 
lawyers and accountants, act in a manner consistent with their respon- 
sibilities. Professionals involved in the disclosure process are in a very 
real sense representatives of the investing public served by the Com- 
mission, and, as a result, their dealings with the Commission and its 
staff must be permeated with candor and full disclosure. It cannot 
resemble an adversary relationship more appropriate to litigants in 
court, because the Commission is not an adverse party in this context. 
All who are familiar with the Commission’s policies know that too 
much importance is attached to the word of the professional, to permit 
his or her word to become the subject of question. A professional’s word 
is often the functional equivalent of his or her reputation. Conferences 
with the staff of the Commission serve a vital role in the administration 
of the securities laws, and such conferences are predicated, for the 
most part, upon full disclosure by the professionals involved. It must 
be understood by all who practice before the Commission, lawyers and 
accountants alike, that the Commission and its staff cannot tolerate 
less than full disclosure. 
By the Commission, Commissioner Sommer not participating. 


246-829 0 - 79 - 40 
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Public Utility Holding Company Act of 1935 


ISSUANCE OF SECURITIES 
Short-Term Notes 


Application of electric utility subsidiary of registered holding company under 
Section 6(b) of the Public Utility Holding Company Act of 1985 respecting the 
issuance of short-term notes, granted, because borrowings found necessary and 
appropriate and adverse findings under Section 7(d) unwarranted. 


APPEARANCES: 


Stephen K. Waite and John Pritchard, of Winthrop, Stimson, Put- 
nam & Roberts, and Vorman L. Underwood and John D. McLanahan, 
of Troutman, Sanders, Lockerman & Ashmore, for Georgia Power 
Company. 

Roger Friedman, for Georgia Power Project. 

Aaron Levy, Grant G. Guthrie and Jack I. Zidel, for the Division of 
Corporate Regulation of the Commission. 


MEMORANDUM OPINION AND ORDER 
A 


In this financing proceeding under the Public Utility Holding Com- 
pany Act of 1935, Georgia Power Company seeks authority to borrow 
up to $250 million short-term at varying rates of interest, some of them 
as much as 20% above prime. 

Georgia supplies electricity to most of the State of Georgia. It is the 
largest operating subsidiary in The Southern Company’s interstate 
electric utility system. Since Southern is registered under and regu- 
lated by the Act and since the Act deals, among other things, with the 
financial structures of public utility holding company systems, we have 
a measure of responsibility for Georgia’s finances. 

Companies regulated by the Act may borrow short-term without 
leave from us if the amount of such borrowing does not exceed 5% of 
the borrower’s total capital. Here, however, the proposed short-term 
borrowings could constitute as much as 10% of Georgia’s total capital. 

45 §.E.C.—35——18517 
610 
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Hence Georgia cannot proceed unless we authorize it to do so. This we 
may do if we find the borrowing “necessary or appropriate in the public 
interest or for the protection of investors or consumers.” * 

This record warrants that finding. And we conclude that the show- 
ing needed for the imposition of the restrictive conditions suggested 
by our staff and by a participating group of consumers has not been 
tnade. We shall therefore grant Georgia’s application, as filed.’ 


B 


Today most utilities are engaged in massive construction programs. 
Georgia’s. plans call for construction expenditures of $585 million in 
1974. Projections call for a rise in Georgia’s annual construction 
budget to $735 million for 1975, $947 million for 1976, and $1,077 
million for 1977. 


To raise these sums, Georgia must : 

(i) Obtain substantial amounts of additional common equity cap- 
ital from its parent, Southern—capital that will have to come from 
Southern’s sale of new shares of its own common stock; and 


(ii) Sell large amounts of long-term debt and non-voting preferred 
stock. 


C 


As previously noted, a consumer group participated in the proceed- 
ings.* That body, The Georgia Power Project (“Project”), contends 
that: 


(1) Georgia’s construction program is too big. To get on a sounder 
footing, the company should be required to enter into negotiations 
looking toward the sale of portions of its property to municipalities 
and cooperatives. It should also enter into joint ventures for the con- 
struction of generating facilities. 


1 Section 6(b) (3). 

As we said in Alabama Power Company, 42 S.E.C. 620, 622 (1965), affirmed sub. nom, 
Alabam7 Electric Cooperative Inc. v. 8.E.C., 353 F. 2d 905 (C.A.D.C., 1965), cert. denied, 
883 U.S. 968 (1966): “Words like ‘public interest’ and the interest of ‘investors’ or 
‘consumers,’ though of wide generality, take their meaning and definition from the sub- 
stantive previsions and purp»ses of the Act.’’ When confronted by an application of this 
sort, we look to Section 7(d) for those substantive provisions and purposes. Georgia 
Power Company, Holding Company Act Release No. 18271 (January 30, 1974), 3 S.E.C. 
Docket 466. That section precludes us from approving the issuance of these notes if we 
find them: (1) not reasonably adapted to the issuer’s security structure (§ 7(d)(1)) or 
earning power (§ 7(d)(2)); or (2) unnecessary or inappropriate to its economical and 
efficient operation (§ 7(d) (3)). 

2 Our views are based on an independent review of the record made before an administra- 
tive law judge. An initial decision and other post-hearing procedures have been waived, the 
record came directly to us together with briefs filed by the parties. Oral argument was 
not requested. 


3 Pursuant to Rules 9(c) and 9(d) of our Rules of Practice, the administrative law 
judge gave it leave to be heard. 
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(2) Georgia has too much debt and too little equity. Hence its credit 
standing has fallen and is bound to fall further. Thus Georgia has 
to pay more than it should for borrowed money. These excessive costs 
have an adverse impact on consumers. 

(3) Short-term debt has become a fixture in Southern’s capital 
structure. That is never desirable in utility finance. Right now it is 
especially horrendous. That is so because at present short-term rates 
are higher than long-term rates, the reverse of the normal historical 
relationship between the two. 

(4) Accordingly, Georgia ought to issue long-term securities in 
amounts large enough to cover all of its needs. If it does that, it will 
have temporary excess cash. This will enable it to be a lender instead 
of a borrower in today’s high-priced short-term market. 

(5) But the basic flaw in the situation is Georgia’s thin capitaliza- 
tion. Hence Georgia and by necessary implication Southern, its parent, 
should be required to take vigorous, immediate, and continuous action 
“to achieve increased equity and minimization of short-term debt.” 

(6) Such short-term paper as Georgia does issue should be sold at 
competitive bidding.* 


D 


Our Division of Corporate Regulation supports the instant applica- 
tion. It concedes the appropriateness of short-term financing in view 
of the demands of Georgia’s construction program and of the vagaries 
of the securities markets, But it considers it “essential for Georgia to 
extricate itself from continuing any substantial reliance on short-term 
debt to finance construction,” and shares Project’s concern about the 
progressive erosion of the equity component in Georgia’s capital struc- 
ture. Accordingly, the Division urges us to freeze the common divi- 
dends paid by Georgia to Southern at the current level of $18,925,000 
quarterly. It also recommends that we require a reduction in that 
dividend rate if Southern reduces the presently budgeted level of its 
monthly contributions of equity capital to Georgia. 


EF 


No serious question has been raised as to Georgia’s need for large 
amounts of construction money in the immediate future.® 


*The text summarizes Project’s position and does not purport to state in detail all of its 
numerous points and proposals. 

5If the record showed that the portion of Georgia’s over-all construction relevant to 
this short-term financing proposal was clearly excessive or grossly improvident, we would 
be constrained to disapprove or to insist on a reduction in the amount to be borrowed. 


See Central Power and Light Company, 27 S.E.C. 185, 190 (1947) ; Consumers Power 
Company, 6 S.E.C. 444, 459 (1939). 
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In this context short-term borrowing serves a useful and a desirable 
purpose. The Act itself recognizes that this is so. The draftsmen of 
Section 6(b), which authorizes short-term borrowing up to a 5% ceil- 
ing without our permission, could scarcely have intended to limit such 
authority to the ciassic type of self-liquidating commercial indebted- 
ness incurred to finance inventory or seasonal needs. 

Utilities do some borrowing of that type. But they also borrow to 
build. Hence their short-term borrowings often serve as bridges be- 
tween issues of long-term debt or stock. When these permanent addi- 
tions to capital are made, short-term obligations are either reduced or 
eliminated altogether until the need for them arises again. 

In recent years utilities generally, including those regulated by the 
Holding Company Act, have come to rely much more heavily on short- 
term borrowing than they formerly did. The industry’s construction 
budgets have become enormous. And there are limits to the frequency 
with which any issuer can go to the long-term markets. Moreover, con- 
dit:ons in those markets are not always propitious for massive financ- 
ings. So soaring construction expenditures have made for concomitant 
increases in the need for short-term bridge financing. 

Toward that need our attitude has been permissive.® Project sug- 
gests that it has been overly so and that present differentials between 
short-term and long-term rates‘ call for a fresh look.’ Unfortunately, 
the timing of this matter has been such that we have to take that look at 
a moment when the market for long-term utility securities is extremely 


*See, ¢g., 36 S.E.C. Ann. Rep. 167-168 (1971). For some recent illustrations see 
Arkansas Power ¢ Light Company, Holding Company Act Release No. 18354 (April 2, 
1974), 4 S.F.C. Docket 42; Delmarva Power & Light Company, Holding Comrany Act Re- 
lease No. 18386 (April 22, 1974), 4 S.E.C. Docket 199; Eastern Utilities Associates, Hold- 
ing Company Act Release No. 18238 (December 27, 1973), 3 S.E.C. Docket 313; Mononga- 
hela Power Company, Holding Company Act Release No. 18398 (April 29, 1974), 4 S.E.C. 
Docket 236; New England Electric System, Holding Company Act Release No. 18351 
(March 29, 1974), 4 S.E.C. Docket 19; Northeast Utilities, Holding Company Act Release 
No. 18255 (January 14, 1974), 3 S.E.C. Docket 398; Ohio Power Company, Holding 
Company Act Release No. 18367 (April 8, 1974), 4 S.E.C. Docket 89. 

7It seems to us, however, that Project overlooks the fact that resort to the long-term 
markets at inauspicious times can saddle issuers with embedded interest cost and preferred 
dividends requirements that will over the long run prove far costlier to them and to their 
customers than short-term borrowing at very high rates. 

§ Project and the Division direct our attention to the jaundiced view our predecessors 
took of short-term financing. But a look at the dates of those cases (Milwaukee Gas Light 
Company, 38 S.E.C. 569 (1958) ; Milwaukee Gas Light Company, 36 S.E.C. 345, 351 
(1955) ; The Narragansett Electric Company, 29 S.E.C. 634 (1949) ; Rochester Gas and 
Electric Corporation, 27 S.E.C. 957, 962-965 (1948) ; Rochester Gas and Electric Corpo- 
ration, 26 S.E.C. 445 (1947) ; The United Gas Improvement Company, 23 S.E.C. 286, 289- 
295 (1946) ; Public Service Company of New Hampshire, 1 S.E.C. 766 (1936)) is enough 
to distinguish them. Things said about these matters when long-term interest rates were 
low, the economy so liquid that eminent economists were concerned not about industry’s 
need for capital but over what seemed to them the exhaustion of investment opportunities, 
construction programs modest, and utility securities in high favor with the investing 
public cannot be carried over uncritically to the summer of 1974. Of. Municipal Electrio 
Association of Massachusetts v. S.E.C., 413 F. 2d 1052, 1059 (C.A. D.C. 1969). 
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unsettled. Right now it is much harder than it normally is to sell mas- 
sive amounts of utility bonds and stocks. Hence Project’s suggestion 
that we choose this particular point in time to compel Georgia to raise 
long-term capital in amounts large enough to supply it with excess 
cash sufficient to obviate any dependence on short-term loanable funds, 
and indeed ample enough to enable Georgia to supply such funds to 
others, is frivolous and quixotic.® 


F 


Both our staff and Project express concern over the decline in the 
relative weight of the common equity element in Georgia’s capital 
structure. Project proposes rather drastic conditions including a re- 
quirement that Southern promptly invest immediate equity capital in 
Georgia, that Georgia immediately increase its equity ratio to a mate- 
rial extent, and that Georgia take steps to encourage the purchase of 
portions of its properties by municipalities and cooperatives. The staff 
proposes, in effect, a freeze on the dividends paid by Georgia to South- 
ern. We think these conditions inappropriate. 

Southern has been putting far more into Georgia than it has been 
taking out in dividends. Yet because of the heavy demands of the 
construction program—demands financed for the most part by bor- 
rowing—Georgia’s equity base has been declining. It went from 33% 


®° Project states that it ‘‘objects to any consideration of money market conditions not 
supported by the record.’’ Apparently Project would have us decide the case on the 
premise on which many of our earlier cases actually rest, i.e., that there is an almost 
insatiable public appetite for good grade, long-term utility securities. We agree that the 
record, which was made in haste because of the urgency of the application, could be much 
better than it is without approaching perfection. But we are not obliged to pretend total 
ignorance of the daily headlines on the financial pages. Of. Union Electric Company, 45 
S.E.C. 489, 509-511 (1974). Project would have us carry what some characterize as the 
“over-judicialization” of the administrative process to the borders of absurdity and beyond. 

Project’s position is inconsistent. It offers us an economic theory of its own for which 
we find no support in the record. According to Project, the nation’s current economic 
ills stem in large measure from the explosive growth of commercial loans. The Federal 
Reserve System, it says, “has only indirect tools—a slower growth of money supply—to 
contro] short-term borrowing.” It then argues that: “Short-term business debt must 
be reduced, This ‘Commission, in this proceeding, has direct control over the amount of 
business short-term debt beyond 5% of the Company’s capitalization under § 6(b) (3).” 
Although public utility holding company systems still occupy a position of importance in 
the nation’s economic life, they long ago ceased to dominate the electric power and 
retail gas industries. Hence the notion that our policies under Sections 6 and 7 of the 
Act, which affect only the mere one-fifth of the utility industry regulated by that statute, 
could possibly have sufficient macroeconomic effect to exert appreciable influence over 
money-market conditions seems far-fetched. Some statistical and economic analysis would 
have been helpful in this regard. None was offered. 





GEORGIA POWER COMPANY 615 


at the end of 1968 *° to 31.9% at the end of 1973.1! Projections indicate 
that it will fall further to 31.3% by the end of 1974.” 

But the 31.3% common equity contemplated by the end of 1974 is 
still comfortably above the 30% common equity ratio considered ade- 
quate in past cases.?* While the appropriateness of capital ratios in 
any given situation is a more complex matter than the simple applica- 
tion of arithmetical formulas, we are not persuaded that Georgia’s 
present common equity ratio requires immediate and drastic action— 
particularly under present unfavorable conditions in the market for 
utility equity securities. It would be imprudent to require Georgia to 
raise large amounts of equity capital immediately, with no assurance 
that this could be done on reasonable terms. Nor is there any assurance 
that municipalities and cooperatives would be prepared to purchase 
Georgia’s properties even assuming that we could require Georgia to 
sell them. The dividend freeze might well be counterproductive in the 
light of Georgia’s need for additional equity. 


G 


Project’s insistence on competitive bidding in this situation seems 
ill-founded. Commercial paper does not lend itself to competitive bid- 


1¢ Capitalization (in millions of dollars) then consisted of: 
Long-term debt 
Short-term debt 


Total debt. 
Preferred stock 
Common equity. 


11 By that time Georgia’s capitalization looked like this: 
Long-term debt 
Short-term debt 


Total debt - 6% 
Preferred stock 


- 5% 
Common equity -9% 


0% 
11 At that time Georgia’s capitalization will presumably look something 
like this: 
58. 0% 
10. 7% 
31. 3% 


100. 0% 


13See Hastern Utilities Associates, 34 S.B.C, 390, 444-445 (1952); Kentucky Power 
Company, 41 S.H.C. 29, 39 (1961). 


Preferred stock 
Common equity 
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ding. The market for such paper is itself highly competitive.** Going 
rates are published daily and are determined in the main by such 
money-market factors as the prevailing rate for Treasury bills. Hence 
we agree with the Division that “formal competitive bidding would 
seriously hamper the timely sale of such notes, while producing none 
of the offsetting advantages normally ascribed to the competitive bid- 
ding process.” *® 
H 


Also devoid of merit is Project’s suggestion that we require Georgia 
to report “its income, balance sheet, capital structure and coverage 
ratios” to the Georgia Public Service Commission and to us on a 
monthly basis.® Our staff’s brief says: 


“The monthly reporting requirements . . . seem unnecessary. In the im- 
mediate future, Georgia will have to file financing applications in July, 
December, and March, in addition to its regular filings with the Commis- 
sion. The opportunity to examine its progress will occur as frequently as 
necessary without adding further filings for review.” ” 


Our staff is familiar with Georgia’s affairs. Its judgment as to the 
nature of the materials needed to monitor the company’s financial con- 
dition is better than ours. And since our staff has never been accused 
of being overly diffident about asking people to file papers with it, we 


see no reason to prefer Project’s views about reporting to those of the 
Division. 


I 


Accordingly, IT IS ORDERED that the instant application for 
authority to issue and sell promissory notes in the maximum aggregate 
principal amount of $250 million during the period from August 1, 
1974 to March 31, 1975, be, and it hereby is, granted subject to the 
terms and conditions of Rule 24 under the Act. 

By the Commission (Chairman Garrett and Commissioners Loomis 
and Potiack) ; Commissioners Evans and Sommer not participating. 


14 Accordingly, we did not choose to recuire competitive bidding when companies subject 
to the Act first began to sell commercial paper in mid-1967. The Columbia Gas System, 
Inc., Holding Company Act Release No. 15767 (June 21, 1967). 

13We have consistently exempted offerings of this character from the competitive 
bidding requirements of Rule 50 under the Act. See, e.g.,The Columbia Gas System, Inc., 
Holding Company Act Release No. 18388 (April 22, 1974), 4 S.E.C. Docket 201 ; Mississippi 
Power & Light Company, Holding Company Act Release No. 18287 (February 20, 1974), 
& §.E.C. Docket 574; Northeast Utilities, et al., Holding Company Act Release No. 18255 
(January 14, 1974), 3 S.E.C. Docket 398; Delmarva Power ¢ Light Company, Holding 
Company Act Release No. 18087 (September 11, 1973), 2 S.E.C. Docket 436. Project has not 
come forward with any reason for changing that practice. 

1¢ We find nothing in the record suggesting that the Georgia Commission actually wants 
such a monthly deluge of paper. It seems that Project thinks that the Georgia Com- 
mission ought to want it. 

127 Also pertinent are Southern’s filing obligations under Section 12 of the Securities 
Exchange Act. 





IN THE MATTER OF 
MIDWESTERN SECURITIES CORPORATION 
LLOYD W. SAHLEY 
LOUIS GOLDBLATT 
File No. 83-3276. Promulgated August 29, 1974 
Securities Exchange Act of 1934 


ORDER OF THE COMMISSION 


In these broker-dealer proceedings under the Securities Exchange 
Act, the administrative law judge concluded, among other things, that 
the broker-dealer registration of Midwestern Securities Corporation 
(“registrant”) be revoked, and that it be expelled from membership 
in the National Association of Securities Dealers, Inc. He also con- 
cluded that Lloyd W. Shaley, who was president of registrant, and 
Louis Goldblatt, who was chairman of the board of registrant, be 
barred from association with any broker-dealer, with the proviso that 
after six months from the effective date of the bar Goldblatt may 
apply to the Commission for permission to become so associated in a 
non-supervisory capacity upon a satisfactory showing that he will 
be adequately supervised. 

The administrative judge found that: 

1. During the period from September to November 1969 registrant, 
willfully aided and abetted by Sahley and Goldblatt, willfully vio- 
lated the antifraud provisions of Section 17(a) of the Securities Act 
and Sections 10(b) and 15(c)(2) of the Exchange Act and Rules 
10b-5 and 15c2—4 thereunder in connection with transactions in the 
securities of Transceiver Corporation of America. 

2. During the above period registrant, willfully aided and abetted 
by Sahley, willfully violated the prospectus-delivery provisions of 
Section 5(b) (2) of the Securities Act and the antimanipulation pro- 
visions of Section 10(b) of the Exchange Act and Rule 10b-6 there- 
under in connection with transactions in Transceiver securities. 

3. At times between September 1969 and April 1972 registrant, 
willfully aided and abetted by Sahley, willfully violated the reporting, 
net capital and recordkeeping provisions of Sections 15(b), 15(c) (3) 
and 17(a) of the Exchange Act and Rules 15b3-1, 15c3-1, 17a-3, 
17a—4 and 17a-5 thereunder. 

45 §.E.C.—34——10992 617 
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4, Registrant and Sahley were subject to injunctions entered in 
1969 by the United States District Court for the Southern District 
of New York with their consent. On the basis of complaints filed by 
this Commission the Court permanently enjoined them from violating 
the prospectus-delivery and antifraud provisions of the securities acts 
in connection with transactions in Transceiver securities,! and from 
effecting transactions while registrant was not in compliance with the 
net capital and recordkeeping requirements of the Exchange <Act.? 

Respondents filed a petition for review, which was granted. In it 
respondents said only : “we dissent completely from the findings made 
by the Administrative Law Judge.” The order granting review pro- 
vided for the filing of a brief in support of the petition within a 
specified time. That period expired long ago but no such brief has been 
filed. Hence our Division of Enforcement moves for summary af- 
firmance of the initial decision. No answer to the Division’s motion has 
been filed. In these circumstances we see no reason to disturb the 
initial decision. We therefore affirm it.® 

Accordingly, IT IS ORDERED that the initial decision in these 
proceedings be, and it hereby is, summarily affirmed; and it is further 

ORDERED that the sanctions imposed therein be, and they hereby 
are, effective immediately. 

By the Commission (Chairman Garretr and Commissioners 
Loomis and Evans); Commissioners Sommer and Potiack not 
participating. 

18.2.0. v. Transceiver Corporation of America, et al., 69 Civil Action File No. 4849. 

28.E.C. v. Midwestern Securities Corporation, et al., 69 Civil Action File No. 4848. 

8Rule 17(d) of our Rules of Practice provides that we may summarily affirm an 
initial decision where a petition for review does not make a reasonable showing that (1) 
a prejudicial procedural error was committed; or (2) the initial decision embodies (a) 
a clearly erroneous finding or conclusion of material fact, (b) an erroneous legal conclu- 


sion, or (c) an important exercise of discretion or decision of law or policy which the 
Commission should review. 





IN THE MATTER OF 
THE APPLICATION OF 
EURRELL V. POTTS 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-4261. Promulgated September 3, 1974 
Securities Exchange Act of 1984 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 


In proceedings for review of disciplinary action by registered securities asso- 
ciation suspending, fining and censuring registered representative, association’s 
findings that representative engaged in a scheme to circumvent state securities 
law and converted fully paid securities of another to his own use, sustained, 
and review proceedings dismissed. 


APPEARANCES: 


Gilbert S. Merritt and Allen D. Lentz, of Gullet, Steele, Sanford, 
Robinson & Merritt, for applicant. 
Andrew Mec R. Barnes, for the National Association of Securities 
Dealers, Inc. 
FINDINGS, OPINION AND ORDER 


This is an application pursuant to Section 15A(g) of the Securities 
Exchange Act of 1934 by Eurrell V. Potts for review of disciplinary 
action taken against him by the National Association of Securities 
Dealers, Inc. (“NASD”). The NASD found that in January 1969, 
applicant, who was then a registered representative of a member, vio- 
lated Article III, Sections 1 and 18 of its Rules of Fair Practice * by 
entering into scheme to circumvent Tennessee’s securities registration 
statute and by converting the fully paid securities of another to his 
own use. It suspended applicant for thirty days, fined him $1,000, 
censured him and assessed costs of $644. On the basis of our review of 
the record, we sustain the NASD’s findings and the sanctions imposed. 


1Section 1 of Article III requires the observance of high standards of commercial 
honor and just and equitable principles of trade. Section 18 prohibits the purchase or sale 
of any securities by means of any fraudulent device. 


45 S.E.C.—34——_10997 619 
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Violations of NASD Rules 


1. The NASD found that applicant, on behalf of one Joseph Majors, 
a Tennessee resident, purchased 1,000 shares, at $21.50 per share, of 
the stock of Management Television Systems, Inc. (“Management”), 
which was not registered for sale in Tennessee, and confirmed the 
transaction to a Miss Tallon of New York City for the purposes of con- 
summating the sale to Majors. It held that applicant thereby partici- 
pated in a scheme to circumvent state law, in violation of Section 1 of 
the above rules. Applicant contends that the NASD’s findings are not 
supported by the evidence and that Tallon was the actual purchaser. 

According to applicant’s own testimony, Majors first sought to pur- 
chase the Management stock for his own account. Applicant informed 
Majors that the stock was not “blue-skied” in Tennessee and could not 
be sold to him. Majors then asked if the stock could be legally sold to 
a New York resident. When applicant replied affirmatively, Majors 
requested that he confirm the sale to Tallon, a stranger to applicant. 
Applicant spoke to Tallon by telephone and filled out a new account 
card for her which showed she was an airline stewardess but contained 
no information regarding her financial resources. When payment was 
not made, a partner of the member contacted Majors who acknowl- 
edged that the transaction was in fact for his account, with Tallon 
being a mere conduit. While there is no evidence that applicant was 
specifically so apprised by Majors, he clearly should have realized 
that the manner in which the transaction was effected was a subterfuge. 

2. On the conversion issue, the NASD found, and the record shows, 
that on November 27, 1968 applicant purchased 200 shares of the stock 
of First National Bank of St. Petersburg for $5600. On December 2, 
1968, applicant sold the shares to a Mrs. Jack M. Bass, the wife of 
a partner of applicant’s then employer, for $6600, and received pay- 
ment on December 9, 1968. When the firm received the certificates, 
which had been put into applicant’s name, on January 16, 1969, appli- 
cant took possession. On or about January 22, 1969, he pledged them to 
secure a personal loan. Not until February 27, 1969 was the loan repaid 
and the certificates turned over to Bass. 

Applicant asserts that he and Bass had an “understanding” that he 
could use the stock as he did, and that it was only after applicant was 
suspended by the member on February 13 and was on an out-of-state 
vacation that Bass became concerned and sought delivery of the stock. 
This asserted “understanding” resulted from the fact that it was Bass 
who had wanted the stock all along and that applicant became in- 
volved in the matter only because Bass asked him as a favor to buy 
the stock for applicant’s account since Bass had “inside information” 
concerning the issuer. Bass, on the other hand, testified that even prior 
to applicant’s suspension he had repeatedly asked him to deliver the 
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shares. There is other and conflicting evidence in the record concerning 
the nature of the arrangements between applicant and Bass. The 
NASD, which heard the witnesses, rejected applicant’s contention that 
he had Bass’s permission to pledge the securities. 

We find no basis for disagreeing with the NASD. Indeed, applicant’s 
story seems inherently improbable in light of the fact that, as noted 
by the NASD, Bass had provided applicant with a quick $1,000 profit. 
Under the circumstances, it is unlikely that Bass in addition would 
have permitted applicant to pledge Bass’s fully paid securities for a 
personal loan. Even more implausible is applicant’s testimony to the 
effect that Bass was aware of applicant’s need to borrow money. Ap- 
plicant claims that Bass knew applicant had paid for the stock in 
question with funds applicant had set aside to purchase a car, and 
the applicant still wished to make that purchase. However, those 
funds, plus an additional $1,000, had been repaid within less than 
two weeks after applicant had purchased the stock in question. 


Other Matters 


Applicant contends that the NASD failed to comply with its pub- 
lished procedure for notification of decisions and deprived him of due 
process by failing to notify him of its final decision until March 8, 
1973, almost fourteen months after the hearings were closed. Applicant 
cites Section 19 of the Association’s Code of Procedure for Handling 
Trade Practice Complaints, which provides that both “the complainant 
and the respondent shall be promptly notified of, and be sent a copy 
of, any written decision rendered by the Board of Governors” in 
connection with the review of action taken by a District Business 
Conduct Committee.2 However, Section 19 does not apply until the 
Board of Governors has reached a decision, and the Board did not 
reach a decision in applicant’s case until February 1, 1973. On Febru- 
ary 2, the decision was sent by certified mail to the address applicant 
had supplied to the NASD and at which prior communications had 
reached him, but it was returned marked “unclaimed.” On February 6, 
1973, a copy was received by applicant’s attorney. Under the circum- 
stances, even though applicant claims not to have learned of the 
decision until March, his contention that the NASD violated its pro- 
vision for prompt notification is unfounded. In connection with his 
due process argument, applicant asserts that during the period the 
decision was pending and as a result of these proceedings, he was for 
the most part unable to work in the securities industry. Although any 
delays in the issuance of decisions are regrettable, in our opinion the 
time lapse in this case was not such as to result in any deprivation of 
constitutional rights.* 


2CCH, NASD Manual, 1973, § 3018. 
3 Of. Isthmus Steamship € Salvage Co., Inc., 42 S.E.C. 465, 468-469 (1964). 
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Applicant further asserts that the NASD’s action against him, “the 
little man,” in connection with the Bass transaction and its failure to 
take action against Bass, “the partner in the large brokerage house,” 
for improper trading on inside information violated applicant’s right 
to equal protection under the law. This argument is frivolous, Ap- 
plicant has not presented any evidence of discrimination, And nothing 
in the record indicates that, prior to applicant’s testimony in these 
proceedings, the NASD had any indication that Bass may have en- 
gaged in improper activity. Bass died during the course of the 
proceedings. 


Public Interest 

Applicant contends that even it we do not dismiss the charges 
against him, the fine and censure imposed by the NASD should be 
cancelled, and the suspension made retroactive. In view of the nature 
of the violations and with due regard for the public interest, we cannot 
find the sanctions imposed by the NASD excessive or oppressive. It 
follows that there is no basis for making the suspension retroactive. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Potiack) ; Commissioner Sommer not participating. 





IN THE MATTER OF 


THE SOUTHERN COMPANY 


File No. 70-5523. Promulgated September 16, 1974 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


The Southern Company (“Southern”), a registered holding com- 
pany, has filed an application-declaration and amendments thereto 
pursuant to Sections 6(a) and 7 of the Public Utility Holding Com- 
pany Act of 1935 (“Act”) and Rule 50 promulgated thereunder re- 
garding the following proposed transactions. 

A notice of filing of the pending application-declaration was issued 
on July 10, 1974.1 On August 2, 1974, the Georgia Power Project 
(“Project”), an unincorporated association of certain consumers of 
Georgia Power Company, one of Southern’s wholly-owned electric- 
utility subsidiaries, objected to the application declaration and re- 
quested, among other things, that the Commission set the matter down 
for hearing. 


I 


Southern expects to issue and sell, by a direct negotiated sale to 
underwriters for public offering, 17,500,000 shares of its common 
stocks, par value $5 per share. Southern also proposes to grant to the 
underwriters the right to purchase at any time within 30 days after 
the initial public offering up to an additional 1,750,000 shares in order 
to cover over-allotments, if any. Public offering of the shares is ex- 
pected on September 18, 1974. The timing of the sale, the number of 
shares of common stock and the offering price will be fixed in the light 
of market conditions at the time of sale. Based on recent market prices, 
the magnitude of the offering is about $165,000,000. Southern requests 
an exception from the competitive bidding requirements of Rule 50 
under the Act to permit it to sell such common stock to a group of 
underwriters with whom it has been negotiating. 

The Southern System is among the largest electric-ultility systems 
of the nation; it serves 2,254,000 customers in the States of Georgia, 
Alabama, Mississippi and Florida. Total consolidated assets at June 


1 Holding Company Act Release No. 18493 (July 10, 1974), 4 S.E.C. Docket 573. 
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30, 1974 amounted to $5,960,000,000 including net utility plant of 
$5,572,000,000 (after deduction of $1,159,000,000 valuation reserves). 
The system has a large and continuing construction program requiring 
vast amounts of additional capital, of which the sale of common stock 
by Southern is an integral part. Southern states that in view of present 
and foreseeable difficulties of financing, the System’s estimated con- 
struction expenditures covering the three-year period 1975 through 
1977 have, as of September 11, 1974, been revised downward—from 
about $5.3 billion to about $3.6 billion. 

Pursuant to orders of the Commission in File Nos, 70-5261 and 70- 
5471,’ Southern is authorized to make, from time to time during 1974, 
equity investments in the form of capital contributions to its operating 
subsidiaries, up to an aggregate amount of $249,000,000. Of such 
amount $130,000,000 had been so invested at July 31, 1974. 

Southern estimates that at the time of sale of the common stock, 
short-term notes payable will aggregate $155,000,000. Southern pro- 
poses to utilize the proceeds from the sale of the common stock to repay, 
in part, such notes and to make further equity investments in its sub- 
sidiary companies. 

During the period 1971-1973 Southern issued common stock in the 
aggregate of $467,000,000. The Company sold in November 1973, at 
competitive bidding, 10,500,000 common shares at a per share price 
to the public of $14.875, aggregating approximately $156 million. The 
market price of Southern’s common stock has since declined to approxi- 
mately $9 per share—a trend which has characterized utility common 
stocks in general. 

Il 


In considering Southern’s request for an exception we have taken 
note of the present state of the securities market, especially for equity 
securities, and the persistent trend in the market prices of the common 
stocks of electric utility companies. More specifically, we have con- 
sidered the magnitude of the offer, Southern’s immediate capital needs, 
and the size and composition of the underwriter group which has been 
formed to market Southern’s common stock. This group consists of 
over 200 underwriting firms, with Morgan Stanley & Company, Mer- 
rill, Lynch, Pierce, Fenner & Smith and Salomon Brothers as co- 
managers. The size of this underwriting group demonstrates the 
scope of the marketing effort required to place this issue. In our judge- 
ment, it would not be possible to create another group of sufficient 
magnitude to bid competitively for the Southern stock. We shall ac- 
cordingly grant Southern’s request for an exception from the competi- 
tive bidding requirements of Rule 50. 


4Holding Company Act Release Nos. 17824 (December 26, 1972) ; 17915 (March 26, 
1973), 1 S.E.C. Docket No. 9, p. 11; and 18340 (March 27, 1974), 4 S.E.C. Docket 7. 
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The grant of the exception does not conclude our regulatory author- 
ity over the sale of Southern’s common stock. In authorizing the sale 
we are required under Section 7(d) to consider, among other things, 
the price to be paid to Southern and the spread or compensation to the 
underwriters. Such data will be available when a specific agreement 
with the underwriter is reached; and we shall accordingly reserve 
jurisdiction over the terms of the issue which Southern will file with 
us by amendment prior to the time of sale. 

Under Rule 50(c) competitive bidding elsewhere prescribed in the 
rule is satisfied if two independent proposals for purchase or under- 
writing are received. If only one bid is received we have, by order, 
authorized the sale, if the terms of sale comply with the Act.* In a 
case like Southern’s we shall of course have before us a single bid or 
proposal that Southern and the underwriters have negotiated although 
not preceded by the kind of public invitation for bids that competitive 
bidding requires. 

In a case of a sale to a single bidder, whether negotiated or otherwise, 
the actual terms of sale, particularly price and spread, must satisfy 
the standards prescribed in Section 7(d). When the actual terms of 
the negotiated sale of Southern’s common stock are presented to us, 
we shall have as reference statistical information as to all common 
stock offerings of public utilities whether or not subject to the Act, 
including common stock issues sold at competitive bidding, which are 
comparable to Southern’s present offering. The proposed underwrit- 
ing agreement bases the public offerings price on the established 
market value of the Southern shares immediately preceding the offer- 
ing. Southern’s shares are widely and actively traded on the New York 
Stock Exchange and any public offering of new shares necessarily is 
controlled by that market. There is a broad statistical base for evaluat- 
ing the underwriters charges for such issues. The significant variable 
is the spread, which determines the underwriters’ compensation and 
the price to be received by the issuer. The more recent common stock 
offerings should provide instructive benchmarks to assess the terms of 
sale under the standards of Section 7(d). 

Project complains that a negotiated sale of Southern’s common stock 
will lead to higher financing costs. It overlooks our ability under the 
circumstance, noted above, to apply our regulatory authority under 
7(d) to the terms of the sale. 

Project suggests that the Southern system, although an integrated 
electric utility system,‘ has since grown too large to meet the standards 


3 Illinois Power Company, Holding Company Act Release No. 8997 (April 12, 1949) ; 
North Shore Gas Company, Holding Company Act Release No. 13055 (December 8, 1955) ; 
General Public Utilities Corporation, Holding Company Act Release No. 16550 (Decem- 
ber 8, 1969). 

4The Commonwealth €& Southern Corporation, et al., 26 S.E.C. 464, 476-479 (1947). 
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of Section 11(b)(1) of the Act and that its asserted difficulty in 
marketing its common stock is the alleged result of this growth. Re- 
gardless of Section 11, Southern is responsible for providing its 
subsidaries with the equity capital they currently need, and the financ- 
ing before us is required for that purpose. Project does not question 
that the Southern system needs the funds. Whether the Southern stock 
should be sold competitively or not is governed by the requirements of 
Section 7 and Rule 50 thereunder. These requirements are not depend- 
ent upon the holding company’s status under Section 11(b) (1). 

No State or Federal commission, other than this Commission, has 
jurisdiction over the proposed transactions. Estimated fees and ex- 
penses to be incurred in connection with the offer and sale of the 
common stock, exclusive of underwriters’ compensation, aggregate 
$324,000, including legal fees of $40,000 and accounting fees of $48,000. 


III 


We find, subject to the reservation of jurisdiction noted below, that 
the proposed issue and sale of common stock by Southern complies 
with the applicable provisions of the Act, and that Southern’s re- 
quested exception from the competitive bidding requirements of Rule 
50 satisfies the requirements of paragraph (a) (5) of the Rule. 

IT IS ORDERED, accordingly, pursuant to the applicable pro- 
visions of the Act and rules thereunder, including Rule 50(a) (5), that 
said application-declaration, as amended, be granted and permitted 
to become effective forthwith, subject to the terms and conditions 
prescribed in Rule 24 promulgated under the Act; 

IT IS FURTHER ORDERED, that jurisdiction be, and the same 
hereby is, reserved to pass upon the number of shares and terms and 
conditions of the sale, including the price to Southern and the under- 
writers’ compensation ; 

IT IS FURTHER ORDERED, that Project’s request for a hear- 
ing be, and hereby is, denied. 

By the Commission. 





IN THE MATTER OF 
ROBBINSDALE FEDERATION INVESTMENT FUND, INC. 


File No, 3-3787. Promulgated October 1, 1$74 
Investment Company Act of 1940 
EXEMPTIONS FOR EMPLOYEES’ SECURITIES COMPANY 


Application on behalf of employees’ securities company pursuant to Section 
6(b) of the Investment Company Act of 1940 for exemption from all or some 
provisions of the Act, denied, the Commission finding that applicant had not 
shown such exemptions to be consistent with the protection of investors. 


APPEARANCES : 

Richard G. Pepin, Jr. and John G. Engberg, of Helgesen, Peterson, 
Engberg & Spector, for applicant. 

Gerald Osheroff and William Kieh, for the Division of Investment 
Management Regulation of the Commission. 


FINDINGS, OPINION AND ORDER 


These are proceedings with respect to an application filed pursuant 
to Section 6(b) of the Investment Company Act of 1940 by Wilson 
Anderson, Jr. (“applicant”), on behalf of Robbinsdale Federation 
Investment Fund, Inc. (“fund”), a proposed open-end investment 
company, requesting exemptions from all or some of the provisions 
of that Act.? 

Applicant and the eight other organizers of the fund are school 
teachers employed by the Robbinsdale, Minnesota school district, and 
are among approximately 1,000 such teachers who are members of 
the Robbinsdale Federation of Teachers (“RFT”). The fund will is- 
sue redeemable securities without sales load and will purchase securi- 
ties for investment. Participation will be limited to RFT members 
and former members and their immediate families.2 Management of 
the fund’s portfolio will be vested in a board of directors elected by 
the shareholders, with costs of administration paid out of the pro- 





1 After appropriate notice, public hearings were held. An initial decision was waived. 
Proposed findings and briefs were filed by applicant and by our Division of Investment 
Management Regulation. Our findings are based on an independent examination of the 
record. 

2Former RFT members and their immediate families would not be eligible to make 
further purchases of fund shares after termination of RFT membership. 
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ceeds from sale of the fund’s shares. The fund will not retain any in- 
vestment adviser or manager on a permanent basis and will act as its 
own underwriter. 

Section 6(b) of the Act provides among other things that upon 
application we shall exempt an employees’ securities company from 
any provision of the Act “if and to the extent that such exemption is 
consistent with the protection of investors.” Since all the securities 
of the fund will be beneficially owned by employees or former em- 
ployees of the Robbinsdale school district or members of their im- 
mediate families, the fund will be an “employees’ securities company” 
as defined in Section 2(a) (13) of the Act,* and thus entitled to apply 
for exemption pursuant to Section 6(b).* 

In support of the application for exemption, applicant argues that 
the protections of the Act will not be needed because of the manner 
in which he and his fellow organizers propose to organize the fund. 
Thus, he stresses that the investors, including the organizers, will all 
be faculty members of the Robbinsdale schoo] district who are mem- 
bers of RFT; that the fund will be managed by persons elected by 
the shareholders from their own number; that the organizers, man- 
agers and investors of the fund thus will have the same interests; and 
that such managers will be persons of responsibility and good faith. 

The Act by providing in Section 6(b) a separate exemptive pro- 
vision especially for employees’ securities companies recognizes that 
such a company is a peculiar type of company which should be treated 
as a special case.° Nevertheless, we are directed by Section 6(b) to 
grant an exemption only “if and to the extent that such exemption in 
consistent with the protection of investors.” The contentions of ap- 
plicant, summarized above, are of such a general nature that they 
show no basis for treatment of the fund different from that accorded 
other investment companies. Such contentions do not of themselves 
constitute, and the record discloses no other, adequate grounds for 
findings by us which would entitle the fund to complete exemption 
from the Act as consistent with the protection of investors. Accord- 
ingly, applicant’s request for an exemption from all provisions of the 
Act. will be denied.® 

Alternatively, applicant seeks exemption from various specific pro- 
visions of the Act, including Sections 7 and 8. Section 7 deals with 


3 Under Section 2(a) (13) of the Act, an “employees’ securities company” includes an 
investment company all of whose securities are beneficially owned by present or former 
employees of a single employer or their immediate families. 

Although technically an application pursuant to Section 6(b) must be filed by the 
employees’ securities company itself, we nevertheless will consider the present application 
as properly before us. 

5 General Electric Company, 44 S.E.C. 87, 90 (1969) ; G. H. Employees Securities Corpo- 
ration, 10 S.E.C. 652, 674 (1941). 

6 Cf. G.E. Employees Securities Corporation, supra, at 658. 
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prohibitions on transactions by unregistered investment companies 
and Section 8 deals with the registration of investment companies. 
Exemption from these two sections would in general be equivalent to 
an exemption from all provisions of the Act, for which we have 
already found no basis in the record. 

Exemptions from other specific provisions, other than Section 14(a) 
which we deal with specifically below,’ have been described by appli- 
cant as a matter more of convenience for the fund than of critical 
importance to its organization. This is an inadequate basis for an 
exemption from the Act.’ Aside from this observation, applicant relies 
on the asserted special nature of the fund’s proposed organization and 
the close scrutiny which shareholders may be expected to exercise over 
the fund’s affairs. These considerations are no more adequate to sup- 
port exemptions from these specific provisions than the similar argu- 
ments advanced in support of the request for an exemption from all 
provisions of the Act. 

We thus come to the request for an exemption from Section 14(a) of 
the Act, which applicant states is most crucial and without which the 
fund will not be organized. Section 14(a) among other things pro- 
vides that a registered investment company shall not make a public 
offering of its securities unless it has a net worth of at least $100,000, or 
it has received firm agreements from not more than 25 persons to 
purchase its securities in an aggregate amount which when added to 
its net worth will equal at least $100,000. In the latter event arrange- 
ments must be made whereby any proceeds paid in will be refunded on 
demand in the event the net proceeds received by the company do not 
result in its having a net worth of at least $100,000 within 90 days 
after its Securities Act registration statement becomes effective. 

The application states that it is anticipated that most if not all fund 
shareholders will purchase their stock through small monthly pay- 
ments of $10 to $20 per month. Applicant estimates that it would be 
at least two years before investments in the fund aggregated $100,000. 

Applicant argues that the primary objective of the minimum capi- 
tal requirement of Section 14(a) is to prevent a “fly-by-night” irre- 
sponsible promoter from forming an investment company on a shoe- 
string, and that there is no need for the requirement in this case. 
Applicant contends that there are no promoters involved with the 


?These other sections are: Section 5(b)(1), which defines a diversified management 
investment company as one which, among other things, does not invest more than 5 per 
centum of its total assets in the securities of any one issuer; the provisions of Section 20 
requiring compliance with our proxy solicitation rules; the provisions of Section 24 to 
the extent they might require the registration of the fund’s securities under the Securities 
Act, exemption from this section being intended to permit the fund to use the exemptive 
provisions of Regulation A which are unavailable to a registered investment company ; and 
Section 30 which requires periodic and other reports. 

8 Cf. The Scripps-Howard Investment Company, 17 S.E.C. 702, 707 (1944). 
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fund,° arguing that the fund’s organizers will be on an equal footing 
with their fellow employee-investors and will not stand to profit except 
to the extent that the fund’s shares appreciate, and so the question of 
financial responsibility is moot. 

It is true that one of the objectives of Section 14(a) was to dis- 
courage the formation of investment companies by the “fast-buck, 
fly-by-night, office-in-your-hat, tipster-with-some-fancy-ideas pro- 
moter.” *° We agree with applicant that this is not such a case. And we 
sympathize with the desire of a group of apparently responsible per- 
sons to reduce the cost and burden of acquiring an investment in a 
varied portfolio of securities. 

But guarding against the danger of irresponsible promoters is not 
Section 14(a)’s sole purpose. It also seeks to protect public investors 
against the likelihood that their investment in a new company will be 
consumed by inescapable overhead and operating expenses, such as 
filing and printing costs and legal and accounting fees. Moreover, if 
a fund has only enough capital to purchase very small amounts of 
securities, its brokerage costs may be so high as to defeat the very 
purpose for which it was formed. 

This is not to say that we would necessarily require applicant to 
have the $100,000 net worth specified by Section 14(a). But the pro- 
posed fund, at least for some time to come, will lack any semblance 
of the capital Congress considered the bare minimum 7? needed by an 
investment company.’? Absent other factors which would provide 
some assurance of financial stability,!* we are constrained to deny this 
application. 


®°To the contrary, applicant and the other organizers are promoters within the meaning 
of Section 2(a)(30) of the Act, which defines a promoter of a company as one “who, 
acting alone or in concert with other persons, is initiating or directing ... the organiza- 
tion of such company.” 

10 Testimony of David Schenker, Hearings on H.R. 10065 before a Subcommittee of the 
Committee on Interstate and Foreign Commerce, House of Representatives, 76th Cong., 
3 Sess., pp. 116-120 (1940). 

11 Section 1(b) of the Act declares that the national public interest and the interests of 
investors are adversely affected ‘‘(8) when investment companies operate without adequate 
assets or reserves.” See also testimony of former Commissioner Healy that it was felt that 
any amount less than $100,000 would be too small to cover the necessary overhead and 
operating expenses of a minimum company, and testimony of Schenker that investors 
had suffered substantial losses in small investment companies where expenses devoured all 
of their income even when they were not fly-by-nights, and that the Commission did not 
contemplate undoing the effect of the $100,000 requirement in Section 14(a) through the 
issuance of rules or the use of exemptive actions pursuant to Section 6. Hearings on 
H.R. 10065 before a Subcommittee of the House Committee on Interstate and Foreign 
Commerce 76th Cong., 3d Sess., pp. 69-70 and 119-120 (1940). 

12 Neither extended discussion nor statistical compilations are needed to demonstrate that 
the $100,000 deemed essential by the Congress of 1940 was a far higher figure in real 
terms than that same $100,000 is today. 

13 Cooperation of the employer with the employees in the management of the company is 
not essential to its status as an employees’ securities company. But Congress apparently 
contemplated such cooperation, G.E. Employees Securities Corporation, 10 S.E.C. 652, 
660, (1941), and the existence of such cooperation could under certain circumstances offer 
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Accordingly, IT IS ORDERED that the application on behalf of 
Robbinsdale Federation Investment Fund, Inc. for exemption from 
all or some of the provisions of the Investment Company Act be, and 
it hereby is, denied. 

By the Commission (Chairman Garretr and Commissioners 
Loomis, Evans, SomMER and PoL.ack). 


sufficient assurance of organizational and financial stability to supplant the requirements 
of Section 14(a). Thus, in The Thrift Plan of Tennessee Gas and Transmission Company, 
24 S.E.C. 241 (1946), where an exemption from various provisions of the Act, including 
Section 14(a), was granted pursuant to Section 6(b), the Commission noted among other 
factors conducive to the granting of the exemptions that the employer matched the 
contributions of each employee to the special fund in that case, that all expenses of the 
special fund were to be paid by the employer, and that the employer guaranteed that on 
liquidation each employee would receive an amount at least equal to his contributions 
(page 244). 





IN THE MATTER OF 
THE APPLICATION OF 


CHARLES E. MARLAND & CO., INC., ET AL.* 
File No, 3-4104. Promulgated October 21, 1974 


Securities Exchange Act of 1934 


Violations of Rules of Fair Practice 
Improper Trading in Mutual Fund Shares 
Failure to Comply with Statement of Policy on Investment Company 
Sales Literature 
Failure to File Sales Literature with Association 


In proceedings for review of disciplinary action taken by registered securities 
association, association’s findings that member’s president and registered repre- 
sentatives improperly induced liquidations by customers of mutual fund shares 
and the reinvestment of the proceeds in other similar funds, that member and 
president used sales literature which did not conform to the Commission’s State- 
ment of Policy thereon and that such literature was not filed with the association 
as required, and that such actions violated association’s rules of fair practice, 
affirmed, and sanctions imposed therefor, sustained, except for modification of 
sanction as to one representative. 


APPEARANCES : 

Judd F. Osten, of Duryea, Randolph, Malcolm & Daly, for appli- 
cants. 

Andrew McR. Barnes and Frank J. Formica, for the National Asso- 
ciation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 
I 


These are applications pursuant to Section 15A (g) of the Securities 
Exchange Act of 1934 by Charles E. Marland & Co., Inc., a member 
of the National Association of Securities Dealers, Inc. (“NASD”), 
Charles E. Marland, former president and sole stockholder of the 
member, and Harold J. Monson and C. Clyde Allison, former regis- 
tered representatives, for review of disciplinary action taken against 
them by the NASD. 


*Charles E. Marland, Harold J. Monson, C. Clyde Allison and the National Association 
of Securities Dealers, Inc. 


45 S8.B.C.—34——11065 
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The NASD found that Marland, Monson and Allison violated Arti- 
cle III, Sections 1 and 2 of its Rules of Fair Practice? during the 
period 1967-1970 in that they improperly recommended to many 
customers the liquidation of various investment company shares and 
the reinvestment of the proceeds in other investment companies having 
similar investment objectives, thereby generating additional commis- 
sions for their own benefit. The NASD further found that the member 
and Marland violated Article III, Section 1, by circulating among 
customers several pieces of investment company sales literature which 
did not conform to our Statement of Policy ? and which were not filed 
with the NASD as required.’ In addition, the NASD found that the 
member and Marland had violated Sections 1 and 27 of Article III * 
in failing to exercise proper supervision over Monson and Allison in 
connection with the switching of customers’ investment company 
holdings. 

The NASD censured the member and Marland, suspended the lat- 
ter’s registration for 90 days, permanently barred him from registra- 
tion as a principal, and fined him $15,000 jointly and severally with 
the member, as well as assessing costs. Monson and Allison were each 
censured, their registrations were suspended for 60 days, and they were 
assessed half the costs of the NASD Board of Governors’ review. 

Section 15A (h) of the Exchange Act, which defines the nature of our 
review of disciplinary action by the NASD, provides that we must 
dismiss these review proceedings if we find that applicants engaged 
in the conduct found by the NASD and that such conduct violated the 
designated rules of the Association, unless we further find that the 
penalties imposed by the NASD are excessive or oppressive, having 
due regard to the public interest, and should be canceled or reduced. 


II 


The NASD found that during the period from 1967 through Au- 
gust 1970, 61 switches in mutual fund shares were effected in 52 cus- 


1 Section 1 of Article III requires the observance of high standards of commercial 
honor and just and equitable principles of trade. Section 2 requires reasonable grounds for 
believing that a recommendation to a customer for the purchase, sale, or exchange of 
securities is suitable. In an interpretation of Section 2, the NASD characterized trading 
in mutual fund shares, particularly on a short-term basis, as activity which “on its face 
may raise the question of rule violation.”” NASD Manual, p. 2052. 

4 Investment Company Act Release No. 2621 (October 31, 1957). 

3 NASD Manual, § 5002, p. 5011. 

4 Section 27 requires each member to maintain and enforce written procedures to assure 
compliance with applicable statutes and rules by its personnel. 

5The District Committee had permanently barred Marland from association with a 
member in any capacity and had fined him and the member $15,000 each. 
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tomers’ accounts.® It calculated that the value of these customers’ 
holdings decreased $129,672, of which $77,505 represented dealer con- 
cessions paid to the member. The NASD also found that during 1968 
and 1969, 27 switches were made from Dreyfus Fund to other funds, 
primarily Keystone Funds (18 instances); while during 1969 and 
1970, 32 switches were made from Keystone Funds to other funds, 
primarily Dreyfus (21) and Oppenheimer (10). 

Applicants contend that the record fails to show improper induce- 
ments or recommendations to customers to sell their holdings and 
reinvest in shares of other investment companies. The record indicates 
and applicants appear to concede that the reinvestment of the proceeds 
of the liquidations was based on their recommendations. Applicants 
deny, however, that they recommended or induced the liquidations 
preceding the reinvestments. 

The transactions in question are treated by applicants as falling 
into two main groups: one, liquidations of investments in Dreyfus 
Fund in the early part of the period; and two, liquidations of invest- 
ments in Keystone Funds in the latter part of the period. Marland 
testified that the Dreyfus liquidations were primarily precipitated 
by rumors, beginning in 1968 that the impending departure of Jack 
Dreyfus from the fund would have drastic adverse consequences and 
that such rumors were especially strong in a retirement community 
where a number of applicants’ customers lived.’ He further testified 
that he “counseled” with the customers and attempted to dissuade 
them from liquidating Dreyfus shares, and only when the customers 
could not be so convinced were they switched to other funds, prin- 
cipally into Keystone Funds, which were at that time well regarded. 
Marland also testified that later, in 1969-1970, during a period of a 
generally declining market and an especially poor performance of the 
Keystone Funds, a number of customers became dissatisfied with their 
Keystone Fund shares and insisted on redeeming them and investing 
in other funds or in leaving the investment company field altogether. 
Marland stated that when he could not dissuade the customers from 
their liquidations, to accommodate their wishes or keep them in invest- 
ment company shares he sold them shares of other funds, primarily 
Dreyfus and Oppenheimer.® 


*The record includes a list indicating that during a 42 month period in 1967-1970 
there were 89 instances in which customers had liquidated holdings of investment company 
shares and used the proceeds to purchase shares of various other investment companies, 
with an average holding period of 29 months. The NASD charged violations only with 
respect to 61 such instances. 


7 The record indicates that 18 of the 27 customers who liquidated their Dreyfus shares 
lived in this community. 

8 Of the 18 customers who had liquidated Dreyfus shares in 1968 and reinvested the 
proceeds in Keystone, four liquidated their Keystone shares in 1970 and reinvested the 
proceeds in the Oppenheimer Fund. 
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Applicants argue that where customers insist on changing their in- 
vestments, because of inadequate performance or for other reasons, it 
is only natural that they would come to applicants and that appli- 
cants’ recommendations to customers with similar investment goals 
would be similar. They assert that all customers were specifically ad- 
vised that reinvestment in another fund would require payment of 
another sales load. Each such customer signed a form stating that in 
connection with his sale of specified fund shares he understood that 
there was a sales charge applicable to his purchase of other specified 
fund shares. 

The NASD has repeatedly expressed its concern about trading 
mutual fund shares and warned that such activity raises serious ques- 
tions under NASD rules. In a statement of policy under Section 2 of 
article III of the NASD’s Rules of Fair Practice, the NASD Board 
of Governors listed among practices which have resulted in disciplin- 


ary action and that violate a member’s responsibility for fair dealing, 
the following: 


“Trading in mutual fund shares, particularly on a short-term basis. It is 
clear that normally these securities are not proper trading vehicles and 
such activity on its face may raise the question of rule violation.” ° 


In a communication to all members in 1969, the Board stated that 
“members are under an obligation to supervise transactions in a man- 
ner which will ensure that improper ‘switching’ is not taking placo 
within their organization.” It was further stated that “in judging 
whether a member’s transactions involving trading or switching of 
mutual funds properly conform to these basic requirements [Sections 
1 and 2 of Article III, Rules of Fair Practice], considerable weight 
would be given to the appearance of any pattern, such as the frequency 
with which changes in holdings were made, or the extent to which they 
were general.” 1° 

The NASD considered that the number of Dreyfus investments 
exchanged for Keystone shares in 1968 and the number of Keystone 
investments exchanged for Dreyfus and Oppenheimer shares in 1969 
and 1970 evidenced a general pattern indicating that applicants in- 
duced the customers to switch in and out of a select few funds." The 
Association stated that mutual funds are normally suitable only as 
long-term investments and are inappropriate short-term trading ve- 
hicles, especially in view of the substantial sales charges usually in- 


® NASD Manual, pp. 2051-2052. 

10 NASD News, Vol. XXIX, No. 3, November 1969, pp. 4—5. 

The NASD considered that the member’s inventory of blank forms for the purpose 
of having customers acknowledge that they would be paying additional sales charges in 


switching from one fund to another indicated that the member anticipated frequent 
switching. 
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volved; and concluded that where switching transactions are as 
numerous as they were here, they must have been encouraged by the 
registered representatives, with management’s approval. The NASD 
also considered it unlikely that the 52 investors who switched their 
mutual fund investments, many of whom were retired or of retirement 
age and long-term personal friends of Marland, would have insisted 
on making investment decisions contrary to the recommendations of 
their broker. 

In determining that the frequency of the switching transactions 
evidenced misconduct on the part of applicants, the NASD Commit- 
tee and Board properly relied upon their experience in the securities 
industry.?? We concur with the NASD that the pattern of customer 
exchanges demonstrated by the record in this case justifies a presump- 
tion of improper recommendations on the part of applicants which 
they have failed to rebut. Accordingly, we sustain the NASD’s find- 
ings of violations of Sections 1 and 2 of Article III of the NASD’s 
Rules of Fair Practice. 

In addition to finding that Marland had an active and central role 
in the switching transactions, the NASD also found that he and the 
member failed to exercise proper supervision over Monson and Allison 
in violation of Section 27. Where findings of substantive violations 
are made against an individual who is an active participant in the mis- 
conduct involved, it is unnecessary to find him responsible for a failure 
of supervision with respect to the same misconduct.** 

With respect to the firm, Section 27 provides that “final responsi- 
bility for proper supervision shall rest with the member.” We agree 
with the NASD that the member failed to carry out that responsibility 
here. Accordingly, we affirm the NASD’s finding of supervisory failure 
against the firm. 

Til 


As noted, the NASD also found that the member and Marland 
used five items of sales literature, intended to induce purchases of 
mutual fund shares, which did not conform to our Statement of 
Policy,’* and failed to file such materials with the NASD as required, 


in violation of Article III, Section 1 of the NASD’s Rules of Fair 
Practice. 


12 Cf. Palombi Securities Co., Inc., 41 S.E.C. 266, 270 (1962). 

18 Cf. Fox Securities Company, Inc., 45 S.E.C. 377, 382-383 (1973) and cases there cited. 

144 Our Statement of Policy regarding investment company sales literature sets forth for 
the guidance of issuers, underwriters and dealers certain types of representations, whether 
express or implied, considered to be materially misleading and violative of statutory 
standards. The NASD administers the Statement of Policy as part of its system of industry 
self-regulation and requires the filing with it of sales literature prepared by, or especially 
for, its members. NASD Manual {{ 5001-02, 5101-17, pp. 5011, 5021-32. 
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The material was found by the NASD examiners in the member’s 
office and consisted of copies of a letter addressed to “Dear Dreyfus 
Client” and a memorandum addressed to “Clients and Friends,” both 
signed by Marland for the member; a memorandum on the member’s 
letterhead with respect to the use of mutual funds for a check-a-month 
program; and two newspaper articles reprinted by the member. Mar- 
land and the member admit that copies of such material had not been 
filed with or submitted to the NASD prior to the visit of the NASD 
examiners. They contend, however, that there was no proof that the 
material had been used, that three of the five items were not sales 
literature because they related to investments in general and not to a 
particular fund, and that the two reprints had not been prepared by 
or especially for the member and so were not material required to be 
filed. 

We agree with the NASD that all the materials in question, includ- 
ing those designed to show the advantages of investing in mutual 
funds generally, constituted sales literature within the meaning of our 
Statement of Policy. That Statement defines sales literature to include 
any communication used by a dealer “to induce the purchase of shares 
of an investment company,” and is not limited to literature used to 
induce purchases of shares of a specific investment company.’® The 
reprints of newspaper articles, one reprinted on the member’s sta- 
tionery and the other showing that it was reprinted by the member. 
clearly came within the definition of sales literature and the filing 
requirements.*® 

At the NASD District Committee hearing, Marland specifically ad- 
mitted distributing the letter addressed to Dreyfus clients. As to the 
rest of the items, he stated, “I have a feeling that perhaps some of them 
[his salesmen] might have picked them [the literature] up and carried 
them in their pocket and used them.” In view of Marland’s admissions 
and the nature of applicants’ business, we conclude that the NASD 
was warranted in finding that the items in question were used to solicit 
purchases. 

It is also clear that the sales material in question was not in all 
respects consistent with our Statement of Policy. For example, the 
reprint of one of the newspaper articles discussed “dollar cost aver- 
aging” without making clear that the investor must take into account 
his financial ability to continue such plan through periods of low price 
levels, that such plans do not protect against loss in value in declining 
markets, and that the investor will incur a loss if he discontinues the 


15 Ernest F. Boruski, Jr., 40 S.E.C. 258, 260 (1960). Of. G. J. Mitchell, Jr. Co., 40 
S.E.C. 409, 412 (1960). 


1¢ Of. WOBA Investments, Inc., 43 S.E.C. 1136, 1138-39 (1969). 
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plan when the market value of his accumulated shares is less than his 
cost. Section (n)(2) of the Statement of Policy declares that it is 
considered materially misleading for sales literature to discuss dollar 
cost averaging without making these disclosures. Such details might 
not usually be found in a newspaper article. But when a broker-dealer 
firm undertakes to reprint an article under its firm name for use as 
sales literature, it is incumbent upon the firm to assure itself that the 
reprint complies with the Statement of Policy or to attach supple- 
mentary material supplying any disclosure deficiencies. Accordingly, 
we affirm the NASD’s findings of violation. 


IV 


Applicants contend that they were denied due process in being re- 
fused the opportunity to cross-examine the NASD investigator. Ap- 
plicants’ counsel appended an affidavit to the brief filed with us in 
which he claims that prior to the District Committee hearing he in- 
quired of the NASD District Director whether cross-examination 
would be allowed of NASD staff members who had made the investiga- 
tion of the member firm and was told that such cross-examination was 
not permitted under NASD procedures. Counsel declares that in his 
opinion he would have been able “to discredit the investigation” had 
he been allowed to cross-examine the NASD staff investigator. 

The NASD in its brief states that the District Director, in response 
to an inquiry, denied the statement attributed to him respecting the 
right to cross-examine. The NASD points out that cross-examination 
of any witness is permitted at hearings before it and that a respondent 
may ask to examine any person, including NASD personnel, whose 
testimony is deemed relevant.1” 

The issues in this case revolve principally around the charge of 
improper switching of investment company shares. The evidence in 
support of this charge was presented at the District Committee hearing 
by the NASD staff member who conducted the investigation of the 
member firm. Such evidence, which dealt with the number and the 
factual details of exchanges of investments in shares of one fund for 
shares of another fund, was derived from the member firm’s records, 
and applicants have not contested its accuracy. The asserted depriva- 
tion of the right to cross-examine was not raised at the District Com- 
mittee hearing, nor, after the adverse decision of that Committee, on 
appeal to the Board of Governors, but for the first time on appeal to 
us. The staff investigator and his superior, the District Director, both 


17In the course of our reveiw of many NASD disciplinary proceedings, it has been our 
observation that cross-examination of persons who testify has generally been permitted as 


a matter of course, and we are unaware of any NASD statement or rule restricting such 
right. 





CHARLES E. MARLAND & CO., INC., ET AL. 639 


participated at the District Committee hearing. They were available 
for, and in fact answered questions raised by Committee members and 
applicants’ counsel. 

Given the informal nature of District Committee hearings, the un- 
contested nature of the documentary evidence, and 'the absence of any 
claim of deprivation of cross-examination rights before the NASD, we 
find no merit in applicants’ contention of denial of due process.** 


V 


With one exception, relating to Allison, we cannot find the penalties 
imposed by the NASD excessive or oppressive, having due regard to 
the public interest. 

Applicants, as noted, have urged that the record contains no evi- 
dence of switching in violation of the NASD rules. Accordingly, they 
argue that no penalties should be imposed based on the transfers of 
investment company shares, and that the sales literature charges 
against the member and Marland do not justify the penalties imposed 
on them. The difficulty with this argument, of course, is that, as found 
above, we concur with the NASD’s findings as to improper switching, 
which activity is concededly the principal matter involved in these 
proceedings. And in view of disciplinary action taken by the NASD in 
another proceeding barring Marland and Monson from association 
with any NASD member, from which no appeal has been taken,!’ the 
suspensions imposed by the NASD against them in this proceeding 
will have no practica! effect.”° 

As to Allison, he seems to have played a lesser role than Marland 
and Monson. Allison testified that he had not been associated with the 
firm since June 1970, when he was severely injured in a fire, as a 
result of which he was disabled and out of the business for a year and 
a half. He was therefore not involved in the pattern of switches in 
1970 from Keystone shares to shares of Dreyfus and Oppenheimer 
Funds. Of the 61 switches found by the NASD, Allison seems to have 
been involved in only 4 or 5 during the period 1968-1969. 

Under the circumstances, we are of the opinion that a suspension of 
Allison’s registration for 60 days, the same sanction imposed on Mon- 


1 Cf. Gateway Stock and Bond, Inc., 43 S.E.C. 191, 195 (1966). 

19 At the hearings herein Marland announced that he was discontinuing the member’s 
broker-dealer business, and the member firm withdrew its broker-dealer registration with us 
in March 1972. In December 1971, Marland and Monson became registered representatives 
with another member firm in another NASD District. In proceedings before the NASD 
District Committee in that District, that District Committee found that during the period 
from about December 1971 to October 1972, Marland and Monson improperly induced cus- 
tomers to switch investment company shares, and fined Marland and Monson $5,000 each 
in addition to barring them. No appeal having been taken, such decision became final (NASD 
Press Release, December 31, 1973). 


°0 Cf. Hagen Investments, Inc., 44 S.E.C. 701, 707 (1971), affirmed 460 F. 2d 1034 (C.A 
10, 1972). 
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son, is excessive, having due regard to the public interest, and should 
be reduced to a period of ten days. 

Accordingly, IT IS ORDERED that the penalties imposed on Al- 
lison be modified to censure and a 10-day suspension of registration, 
and that the penalties imposed on the other applicants and the NASD’s 
assessment of costs be, and they hereby are, affirmed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans, Sommer and Potiacr). 





IN THE MATTER OF 
METROPOLITAN EDISON COMPANY 
File No. 70-5555. Promulgated October 30, 1974 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


Metropolitan Edison Company (“Met-Ed”), an electric utility sub- 
sidiary company of General Public Utilities Corporation (“GPU”), 
a resistered holding company, has filed an application and amendments 
thereto pursuant to Section 6(b) of the Public Utility Holding Com- 
pany Act of 1935 (“Act”) and Rules 50(a) (2) and 100(a) promul- 
gated thereunder. A notice of filing was issued (Holding Company 
Act Release No. 18596 (October 8, 1974), 5 SEC DOCKET 251). No 
objections have been received and no hearing is necessary. 

Met-Ed has applied for authority to issue and sell up to $24,500,000 
of first mortgage bonds, The proceeds thereof will be applied toward 
the retirement of a 2-74% series of bonds of the same principal amount 
which matures on November 1, 1974. Met-Ed’s presently funded debt 
includes $256,350,000 of first mortgage bonds and $92,600,000 of de- 
bentures. Its outstanding bank loans amount to about $55,000,000. 

The bonds will be sold to a group of foreign banks (“the Lenders”) 
pursuant to a Loan Agreement with Met-Ed. The Lenders include and 
are represented by Merrill Lynch—Brown Shipley Bank Limited, a 
London merchant bank engaged in making; loans and receiving 
deposits. 

The new bonds will bear interest at the rate of not in excess of one 
and one-half percent above the average of the Lenders’ London Inter- 
bank Office rates (based on a 360-day year) computed and payable 
semiannually. Its present rate is approximately 13-1@% for loans with 
a six month’s maturity. On that basis the annual interst rate payable 
by Met-Ed on its bonds would not exceed 14-54%. 

In addition Met-Ed will pay the Merrill Lynch London bank a 
“front-end premium” not exceeding 34 of 1% of the principal amount 
borrowed. Met-Ed has been advised that the premium will be shared 
with other banks taking participations in the loan, although not nec- 
essarily pro rata. Fees and expenses to be incurred by Met-Ed, besides 
the premium, are estimated at $100,000, including legal fees of $22,500. 
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The bonds may be prepaid without premium on any interest payment 
date. They will by their terms mature in installments over a period of 
four years, as follows: 

Percentage of 


Principal Amount Maturity Date 
Borrowed of Installment (Months) 


15 18 
15 24 
15 30 
15 36 
20 42 
20 48 


Met-Ed’s debenture indenture requires that to issue additional 
funded debt (bonds or debentures) pro forma interest shall be at 
least two times interest on bonds and debentures. Such interest cover- 
age would be about 1.72 times if new bonds were issued to refund the 
maturing bond series, Although by the terms of the indenture these 
coverage requirements do not apply to such refunding, Met-Ed states 
that it would not be able to sell competitively such bonds in the United 
States under current market conditions. It further states that in view 
of its outstanding substantial short-term loans from United States 
banks, Met-Ed preferred to seek a term loan from foreign banks. 

We find on the record in this proceeding that the issue and sale 
of the bonds meets the standards of Section 6(b) of the Act. As a 
Pennsylvania public utility company, Met-Ed is subject to the juris- 
diction of the Pennsylvania Public Utility Commission. That regula- 
tory agency has authorized the sale of the bonds and the terms thereof. 

Met-Ed had not applied for an exception from the competitive bid- 
ding; requirements of Rule 50 before negotiating the sale of its bonds 
to the banks. Met-Ed states that no such application was required 
since an exception is provided by paragraph (a) (2) of Rule 50. In 
the alternative Met-Ed requests an appropriate exception by order to 
the extent that paragraph (a) (2) of Rule 50 is not wholly satisfied. 

The proposed sale of the Met-Ed bonds clearly meets all but one 
of the requirements of paragraph (a) (2). The bonds are instruments 
of indebtedness; they all mature in less than ten years; and they are 
to be sold to banks not for resale to the public. Paragraph (a) (2) 
also provides that this exception is available only “if no finder’s or 
other fee, commission, or other remuneration is to be paid .. . to any 
third party” in connection with the issue and sale of the debt security. 

Met-Ed says that, since the premium on its bonds will be paid only 
to banks participating in the loan, the premium is not a commission 
or a finder’s fee payable to “any third party.” Although paragraph 
(a) (2) can be literally thus read, we cannot accept so broad an in- 
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terpretation of our Rule. A payment, though designated a premium, 
can include a fee or remuneration to one of the lenders for its success- 
ful efforts to secure other participations in the loan, and in that con- 
text such payment would involve a fee to a third party. Met-Ed would 
not consider any part of the amount a fee or commission even if the 
recipient thereof should take the lion’s share of the premium and 
purchase a token amount of bonds. 

We find no need in this proceeding to explore the full intent of 
Rule 50(a) (2) and its applicability to the sale of the Met-Ed bonds. 
We shall treat the premium to be paid by Met-Ed as including a com- 
mission or a finder’s fee, but Met-Ed may nonetheless have the ex- 
ception from competitive bidding provided by Rule 50(a) (2). Rule 
100(a) permits us in a proper case to grant an exemption from the 
requirements prescribed by our rules and in the special circumstances 
of this case we shall exempt the Met-Ed bond issue from the require- 
ment in Rule 50(a) (2) relating to a commission or a finder’s fee to a 
third party. 

IT IS ORDERED, accordingly, that said application, as amended, 
be and it hereby is, granted, effective forthwith, subject to the terms 
and conditions prescribed in Rule 24 promulgated under the Act. 

IT IS FURTHER ORDERED that the proposed transaction be, 
and it hereby is, partially exempt from the requirements of Rule 


50(a) (2), as aforesaid, pursuant to Rule 100(a). 
By the Commission. 





IN THE MATTER OF 


ASSOCIATED MOBILE SCHOOLS AND MODERN 
TRAINING CENTERS, INC. 
File No. 3-3337. Promulgated December 9, 1974 


Securities Act of 1933 


EXEMPTION FROM REGISTRATION 


Grounds for Suspension of Exemption 
Allegedly Fraudulent Statements and Omissions 


Where charges of fraud in order temporarily suspending Regulation A exemp- 
tion were not sustained by the evidentiary record, temporary suspension order, 
vacated. 


APPEARANCES: 


Willis H. Riccio, Allan R. Campbell and Naney L. Driggs, for the 
Division of Corporation Finance of the Commission. 
Roy L. Weiss, for Associated Mobile Schools and Modern Training 


Centers, Inc. 
Herman Wolkinson, for Samuel Weisberger d/b/a First New York 
Equities Co. 
FINDINGS, OPINION AND ORDER 


Associated Mobile Schools and Modern Training Centers, Inc., a 
Delaware corporation organized in November 1969, filed with us on 
February 8, 1970, a notification and an offering circular, and sub- 
sequently filed amendments thereto, for the purpose of obtaining an 
exemption from the registration requirements of the Securities Act of 
1933, pursuant to Section 3(b) of that Act and Regulation A there- 
under, with respect to a public offering of 100,000 shares of its common 
stock, $.01 par value, at an offering price of $1.00 per share. An 
amendment filed on April 1, 1971, named First New York Equities 
Co. of New York City as the underwriter on a best efforts “one-half 
or none basis” for the period ending June 15, 1971, with a commission 
of $.10 per share. 

The issuer filed a report dated June 25, 1971, stating all 100,000 
shares were sold by June 14, 1971, with unexpended proceeds to the 
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issuer of $83,088.04. The issuer subsequently filed another report dated 
November 1, 1971, which stated that the issuer had $79,317.17 in un- 
expended funds and that the issuer had not yet begun any business 
activities. 

On December 3, 1971, we issued an order temporarily suspending 
the exemption pursuant to Rule 261(a) of Regulation A. At the re- 
quest of Associated and the underwriter, hearings were held to deter- 
mine whether to vacate the temporary suspension order or make it 
permanent. Thereafter the hearing officer issued an initia] decision 
in which he concluded that the issuer’s exemption under Regulation 
A should be permanently suspended. 

We granted petitions for review filed by Associated and the 
underwriter. 

The offering circular in this case contained among other things the 
following statements: Associated proposed to license and service train- 
ing and educational centers and mobile schools in the New England 
States; to open and operate a speed reading training center in metro- 
politan Boston; and to open and operate a mobile classroom-on- 
wheels. In 1969, when it was organized, Associated had intended to 
pursue these activities as a franchise of Learning Materials Publishing 
Corporation, a non-affiliated company, but in 1970 Associated termi- 
nated its franchise agreement after Learning Materials announced 
that it was not able to meet its debts as they became due. Associated’s 
securities were described in the offering circular as carrying “A HIGH 
DEGREE OF RISK.” It was stated that Associated, only recently 
organized, “has no business operations or facilities from which to 
operate and no assurance can be given that it will be able to commence 
business operations at all.” and that it “presently has its offices in the 
home of its President and pays no rent.” These disclosures certainly 
justified the statement that the shares were risky. 

The offering circular further recited that Stanley Peltz and Nathan 
Hager, directors and secretary and treasurer, respectively, were the 
promotors of Associated, and were in the transportation brokerage 
business in New York City. Harold Walcott, the president, who re- 
sided in Massachusetts, was described as having been managing director 
from 1968 to November 1969 for a firm of operators and franchisors 
of educational institutions specializing in the utilization of pro- 
grammed instruction techniques, and that for the prior 20 years he had 
been a production and industrial engineer. The offering circular fur- 
ther stated that upon the closing of the offering the business would be 
carried on by Walcott, Peltz and Hager on a part-time basis, and there- 
after it was contemplated that additional management and employees 
would be added as required. 
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The first specific issue presented on this appeal is whether, as urged 
by the Division and found by the hearing officer, the offering circular 
was materially misleading in failing to state that Associated was en- 
tirely dependent upon the services of its president, Walcott, and that 
without him the company could not begin its operations. 

The record shows and it is undisputed that as of the time of the 
temporary suspension and the hearings herein, Associated had not 
begun any of the proposed operations described in the offering circu- 
lar. Walcott testified that after the offering was completed, he stated 
in a telephone conversation with Peltz that business and economic 
conditions were no longer appropriate for the contemplated school 
businesses and that he did not think it would be prudent to invest 
funds in such operations. Thereafter, about July 22, 1971, during a 
visit with Peltz and Hager in New York, he repeated his recommen- 
dation against investing funds in a reading school at that time in view 
of existing business conditions, expressed his desire to resign, and 
submitted his resignation. Peltz also testified as to Walcott’s recom- 
mendation that in view of the lapse of time and changes in economic 
conditions, it would not be in the best interests of the company and its 
stockholders to commit substantial sums to the proposed operations at 
that time. Peltz therefore undertook through a director who resided 
in Massachusetts to try to conduct a current survey to determine 
whether conditions were then favorable to Associated’s proposed 
operations. In the meantime, about September 1971, our staff began 
to investigate the offering and the Regulation A filing pursuant to 
which it was made. 

The hearing officer appears to have rested his conclusions, that the 
offering circular was false and misleading in failing to disclose that 
Associated was entirely dependent upon the services of Walcott and 
without him could not begin any of its stated operations, on the fact 
that Associated did not begin those operations because of the changed 
business conditions and the resignation of Walcott. We do not think 
that one necessarily follows from the other. In the first place, the facts 
set forth in the offering circular showed that Walcott was the only 
employee of Associated with any experience or background in the 
educational or franchising fields. Thus, his importance to Associated, 
such as it was, was disclosed, and it was obvious that if he left for 
any reason Associated would not be able to operate unless a replace- 
ment were obtained. Moreover, it does not appear that he had so unique 
or outstanding a background as to make him so essential or so special a 
part of Associated’s proposed operations that his replacement would 
be impossible or even difficult. He had been a production and industrial 
engineer for 20 years, and had less than two years experience with a 
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firm in the business of operating and franchising educational opera- 
tions and techniques. There is no evidence that during this limited 
experience he had been responsible for any unusual, or even moderate, 
successes so as to create an expectation of similar successes with Associ- 
ated which could not be matched by others. The offering circular, as 
previously described, set forth various factors and information con- 
tributing to the “high degree of risk” affecting the securities, and on 
the basis of the evidence in this record we cannot find that it was false 
and misleading because it did not in addition state in so many words 
that if Walcott, the only person with some educational business back- 
ground, left, Associated would be required to find a replacement for 
him if it were to engage in the proposed operations.* 

This brings us to the issues with respect to the offering by the under- 
writer. It was alleged that the underwriter did not intend to make a 
bona fide public offering of the 100,000 shares and would dominate 
and control the market in Associated’s shares. With respect to this 
aspect of the case the record shows that by June 14, 1971, the 100,000 
shares had been sold to 105 of the underwriter’s customers at $1 per 
share. Payment therefor had been duly deposited in escrow. 

The record further reflects data derived from the underwriter’s trial 
balances as at August 31, 1971, showing that 42,100 Associated shares 
were as of that date held in three accounts; 13,900 in the underwriter’s 
trading account, 13,200 in the account of one M. Newstein, a customer ; 
and 15,000 in the account of another customer, who was also the under- 
writer’s father as well as a creditor of his. Other exhibits in the record 
indicate that these Associated shares had been purchased at a price of 
$1.25 per share during the latter part of July 1971, from customers 
who originally purchased shares at the public offering price of $1 per 
share. It is stipulated that at the time when the 13,200 shares were 
placed in Newstein’s account he had not paid for them. 

The Division contended that the original sales of the shares were 
made by the underwriter pursuant to an agreement to buy them back 
at a quarter point profit to his customers. But the hearing officer found 
that the evidence did not support that contention. Nor did it support 
the contention that the underwriter dominated and controlled the 
market for Associated’s shares. These findings were not excepted to, 
and the record seems to support them. No showing was made that any 
of the original purchasers were nominees for the underwriter. The 


1After the institution of these proceedings Associated placed a newspaper advertise- 
ment for a director and teachers for a speed reading school, and offered in evidence the 
responses to such advertisement in support of its contention that other qualified persons 
were available. On objection by the Division, the offer was rejected on the ground that the 


subsequent availability of a replacement for Walcott was irrelevant to the issue of the 
offering circular’s alleged deficiency. 
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hearing officer stated that the record would support a finding that the 
repurchase of 42% of Associated’s shares by the underwriter and his 
associates, shortly after the offering was purportedly completed, was 
part of an undisclosed method of distribution. That conclusion appears 
to have support in the record. However, this is not the violation that 
was charged. The charge was that no bona fide public offering was 
intended, not that the public offering was to be made in a manner un- 
disclosed in the offering circular. a 

The extent and nature of the repurchases were most suspicious. 
Hence it would be possible to infer that nominal purchasers were used 
to create the appearance of a public offering and that the nominal 
purchases were followed by a re-acquisition of the shares by the under- 
writer and his associates. But the hearing officer found no such scheme. 
The findings that he did make, that there was neither an agreement 
to repurchase shares nor any market domination by the underwriter, 
were unchallenged. Moreover, the record supports those findings. 

There is no direct evidence of any repurchase scheme. Indeed, the 
issue of the underwriter’s intention was left almost wholly unexplored. 
But such scant evidence as there was tends, if anything, to cut against 
any pre-arranged repurchase scheme. Hence we conclude that the ad- 
ministrative law judge’s finding that the underwriter did not intend 
to make a bona fide public offering of the 100,000 shares of Associated 
is unsupported by the record. 

The administrative law judge’s statement about the existence of an 
undisclosed “method of distribution” raises a serious question as to 
the adequacy of the disclosures in Associated’s offering circular. But 
the parties were never given any notice of this alleged defect in the 
offering circular. Nor did they have an adequate opportunity to answer 
that charge. To suspend the exemption permanently at this time on the 
basis of that finding would therefore be unfair.” 

Accordingly, IT IS ORDERED that the order of December 3, 
1971, temporarily suspending the exemption herein be, and it hereby 
is, vacated. 


By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans, Sommer and Poniacr). 


2 Moreover, no such suspension is needed to protect investors. The underwriter’s broker- 
dealer registration has already been revoked. Separate administrative proceedings sub- 
sequently instituted against the underwriter alleged violations of registration and anti- 
fraud provisions in connection with the purchase and sale of Associated stock, and viola- 
tions of credit extension, net capital, reporting and recordkeeping provisions. For the 
purpose of settling those proceedings and without admitting or denying the allegations, the 
underwriter consented to findings of violations as alleged, to revocation of his broker- 
dealer registration, and to a bar from the securities industry with a provision that after 
one year he might apply to re-enter such business in a non-supervisory and non-proprietary 
capacity. Samuel Weisberger, d/b/a First New York Equities Co., Securities Exchange Act 
Release No. 10504 (November 15 1973), 3 SEC Docket 46. The findings and order in that 
proceeding expressly noted that they were of no effect with respect to this proceeding, 







































IN THE MATTER OF 
CHRISTIANA SECURITIES COMPANY 
E. I. DU PONT DE NEMOURS AND COMPANY 
File No. 3-3928. Promulgated December 13, 1974 


Investment Company Act of 1940 
MERGER OF A REGISTERED INVESTMENT COMPANY INTO ITS AFFILIATE 


Mergers Generally—Applicable Standards—Disparity in Benefits— 
Historical Factors 





Where registered closed-end investment company and affiliated operating com- 
pany made joint application under Investment Company Act for exemption from 
statutory prohibition so as to permit proposed merger of investment company 
into affiliated company, held, the terms of the proposed merger, including ex- 
change ratio based on underlying net asset value of investment company rather 
than aggregate market price of its own shares, are reasonable and fair and do 
not involve overreaching, and are consistent with the Act’s general purposes. 
Exemption granted. 

Where registered closed-end investment company formed in 1915, a quarter 
of a century prior to the enactment of the Investment Company Act, for the sole 
purpose of controlling an industrial company, whose securities were its only 
asset of any consequence, wished to merge into such industrial company and 
where, because of tax factors and other reasons, benefits to investment company 
were greater than those to industrial company, held, imbalance of benefit does 
not render transaction inherently unfair; some transactions are more important 
to one side than to the other. 

Where functionless investment company sought to merge into its affiliated 
portfolio company, held, public policy against the perpetuation of unnecessary 
entities makes it inappropriate for the Commission to insist on terms likely 
to result in investment company’s continued existence. 


Intrinsic Investment Values versus Market Prices 





Intrinsic investment values, held, controlling in assessing fairness of proposed 
merger of closed-end investment company into portfolio company. Contention 
that hypothetical adverse market impact of merger of closed-end investment com- 
pany into its affiliated portfolio company should be given great weight in assessing 
fairness of merger proposal, rejected, just result could be attained on basis of 
investment company’s net asset value without conjectural assessment of market 
impact. 


Restraints on the Power of Alienation 







Proposal by objecting stockholders for restraints on the alienability of market- 
able securities to be issued pursuant to proposed merger on ground that unre- 
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stricted sales of such securities would lower the market price of the objector’s 
shares, rejected, as unnecessary under the circumstances. 


Taxation 


Where registered investment company’s managers’ decision to merge it into its 
affiliated portfolio company was motivated by tax factors which led them to 
prefer a merger that would require the Commission’s approval under the Act to 
a liquidation that would give investment company’s shareholders the net asset 
value of their holdings but impose substantial and uncertain tax liabilties on 
them, held, Act’s “reasonable and fair” standard does not entitle portfolio com- 
pany’s shareholders to the benefits of the taxes that the United States would 
otherwise have collected. 


Dissolution of Registered Investment Company 


Merger of registered investment company into its affiliated portfolio company 
that would eliminate duplicative operating expenses and taxation, held, con- 
sistent with Investment Company Act’s purposes. Finding of consistency with 
investment company’s purposes under Section 17(b) (2) of the Act, not required, 
where company’s existence is to be terminated. 


PRACTICE AND PROCEDURE 


Asserted Inadequacy of the Record 
Request for Remand 

Pre-Trial Discovery 

Depositions 

Due Process 

Rules of Practice 


Objecting security holders’ request for remand to supplement assertedly in- 
adequate record, denied, because matters into which they wished to inquire 
irrelevant under governing legal principles. Hearing officer’s denial of requests 
for depositions, affirmed, where Commission’s rules make no provision for such 
depositions. 

Due process does not require depositions. 


APPEARANCES: 


Kenneth W. Gemmill, Matthew J. Broderick, Stephen R. Miller 
and Richard 8. Seltzer, of Dechert, Price & Rhoads, for Christiana 
Securities Company. 

Daniel M. Gribbon, Cyril V. Smith, Jr. and Peter B. Archie, of 
Covington & Burling, for E. I. du Pont de Nemours and Company. 

Gerald Osheroff, for the Division of Investment Management Regu- 
lation of the Commission. 

Lewis C. Murtaugh, of Murtaugh, King, Neiman & Grais, pro se. 

Richard J. Collins, Jr., of Rassieur, Long, Yawitz & Schneider, pro 
se. 

Ernest N. May, pro se. 

Daniel W. Maher, pro se. 
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FINDINGS AND OPINION OF THE COMMISSION 
I 


This case involves one of the World’s great industrial complexes. 
It is here under the Investment Company Act of 1940. Its origins, 
however, go back to 1915. 

At that time T. Coleman du Pont' was the largest single stock- 
holder of E. I. du Pont de Nemours and Company (“Du Pont”)2 
He wished to dispose of that interest. To keep Coleman’s large block 
of stock within the family thus assuring its continued control of the 
enterprise, Coleman’s cousin Pierre joined with others to form a hold- 
ing company.’ That was Christiana Securities Company.‘ It began 
life with the substantial amount of Du Pont stock acquired from Cole- 
man plus other blocks of that security contributed by Pierre and by 
other family members in exchange for Christiana shares.* Thus Chris- 
tiana was organized by members of the du Pont family for the serv- 
ice of their own interests. Through Christiana, the family’s dominant 
faction made sure that its massive holdings in Du Pont would be voted 
as a block.® Christiana was a control device. Historians friendly to 
Pierre and to the family point out that: 

“TIjt was as chairman of the Christiana Securities Company that his 
power was most explicitly defined. His immediate family held over 60% of 
Christiana common stock, and Christiana in turn held over 30% of the Du 
Pont common stock outstanding (through Delaware Realty” and personal 
holdings the share held by Pierre’s family in Du Pont was even higher). Since 
the Du Pont Company still owned close to 35% of the voting stock of General 
Motors, the family had practical control of that corporation.” * 


II 


The du Pont family is large. And since the family rewarded out- 
standing managerial performance with Christiana stock, there were 


1The du Pont family spells its name with a lowercase “d.”’ 

2In this opinion the company’s name is hereinafter spelled with an uppercase ‘“D.” 

3 With one exception, all of the people involved were members of the du Pont family. 
And the outsider was a man closely linked to the family. 

4 Christiana was at first called Du Pont Securities Company. It took its present name in 
1918. 

5 The historical treatment is based on CHANDLER & SALSBURY, PIERRE S. DU PONT 
AND THE MAKING OF THE MODERN CORPORATION 322-358 (1971). For other 
accounts see JAMES, ALFRED I. DU PONT: THE FAMILY REBEL (1941) (critical of 
Pierre and his associates and castigating them as ‘“‘the secret six”) ; DONALDSON, CAVEAT 
VENDITOR (privately printed 1964) presenting the sitauation from Coleman’s viewpoint. 

6 The historical writings cited in the preceding footnote show that a family feud between 
Pierre and his cousin Alfred had much to do with Christiana’s origins. 

7 See Delaware Realty and Investment Company, 40 S.E.C. 469 (1961) (Footnote added). 

8CHANDLER & SALSBURY, PIERRE S. DU PONT AND THE MAKING OF THE 
MODERN CORPORATION 564—565 (1971). On page 565 the authors note that “During the 
1920s Pierre and his brothers were obsessively concerned about assuring control.” 
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some non-du Pont stockholders in Christiana from the very begin- 
ning.’ So by 1940, when the Investment Company Act went into effect, 
Christiana had far more than a handful of stockholders. 

Christiana registered under the Act. It had to do so for two reasons: 

(A) Christiana had more than the 100 security holders whose 
presence, with other facts, brings the Act into play.’° 

(B) Christiana maintained, and still maintains, that it did not 
and does not run Du Pont. It insists that it is not Du Pont’s parent. 
It concedes that it “has the potential to exercise a controlling influence 
over Du Pont,” but it has consistently contended that this potential 
lies dormant and unexercised and that there is no actual control re- 
lationship. This, its own version of the facts, made, and makes, Chris- 
tiana an investment company of the closed-end, non-diversified type 
rather than an industrial holding company." 


III 


Today Christiana is still what it was at its birth in 1915, a recepta- 
cle for a huge block of Du Pont common stock. It holds 28.3% of the 
issue. This massive commitment accounts for something like 98% of 
Christiana’s total assets.?” 

Christiana’s stock is still highly concentrated. While it has over 11 
million common shares outstanding, 95.5% of them are held by a mere 
338 people. Christiana remains in overwhelming measure a du Pont 
family affair, 75% of its outstanding shares being held by family 
members. 

This does not mean that Christiana is just a collective name for the 
descendants of the original stockholders. It is a publicly held company 
with about 8,000 stockholders. There is an over-the-counter market in 
the issue, and for reasons hereinafter explained, Christiana shares 
have over the years had a certain appeal to a few of the many people 
who wanted to invest in Du Pont. It was—and for that matter, still 
is—cheaper to buy into Du Pont indirectly by buying Christiana than 
it was to acquire the underlying Du Pont shares themselves. Someone 
with $10,000 that he wanted to invest in Du Pont common could do 
so in one of two ways. The first was to buy $10,000 worth of Du Pont 
on the New York Stock Exchange. The second was to buy $10,000 


® Chandler & Salsbury, Pierre S. Du Pont and the making of the modern corporation 581 
(1971). 

10 Section '3(c) (1). 

For fuller discussion see this Commission’s 1966 report on the PUBLIC POLICY 
IMPLICATIONS OF INVESTMENT COMPANY GROWTH, House Report No. 2337, 89th 
Cong., 2d Sess. 40, n. 54. 

22 It also holds a small block of Du Pont preferred. The non-Du Pont assets consist of the 
two daily newspapers in Wilmington, Delaware, and 3.5% of the stock of the Wilmington 
Trust Company. Qua trustee for various du Ponts and du Pont relatives, the Trust Company 
holds more than half of Christiana’s common stock. 
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worth of Christiana in the over-the-counter market. Since Christiana, 
like most other closed-end investment company issues, has long tended 
to sell at a substantia] discount from net asset or liquidation value, 
the Christiana buyer got what could be regarded as a real bargain. 
His $10,000 purchased an interest in Du Pont that might have cost 
him $12,000, $13,000 or $14,000 had he acquired it in the direct Du 
Pont form rather than in the indirect Christiana form. One did not 
have to be a du Pont in order to see the point. The record suggests 
that some of the 338 large holders previously referred to may be wholly 
unconnected with the founding family. Although members of the 
du Pont family still hold about 75% of Christiana, the other 25% 
belongs to public investors. 





IV 


Those who control Christiana (and who presumptively at least are 
for present purposes deemed to control Du Pont as well **) think that 
Christiana has outlived its usefulness. Du Pont, they say, is no longer 
a family firm. Hence the family no longer needs Christiana. It has 
no contemporary function. 

And Christiana is expensive. It costs something to run. Much more 
important than administrative costs are the taxes that have to be 
paid because of Christiana’s existence. For practical purposes, Chris- 
tiana’s income consists entirely of the dividends it collects from Du 
Pont. Yet Federal income tax has to be paid on those dividends be- 
fore they can be distributed to Christiana’s stockholders. Were there 
no Christiana and were the present Christiana stockholders to own 
their Du Pont shares directly, there would be no such tax. 

Accordingly, Christiana’s management urges that Christiana merge 
into its portfolio company, Du Pont. Du Pont’s management agrees. 
The salient features of the joint Christiana-Du Pont proposal are 
these : 1° 


(1) Christiana’s assets and liabilities will become those of Du 
Pont.'¢ 


(2) Accordingly, Du Pont will reacquire the 13,417,120 shares of 


its own common now in Christiana’s portfolio.’*7 Those shares will be 
retired. 


13 Under Section 2(a)(9) of the Act an interest of more than 25% in voting securities 
is presumed to constitute control. We also note that Christiana and Du Pont have five 
common directors. 

14In addition to the five common directors referred to in the preceding footnote, another 
seven of Du Pont’s 26 directors own Christiana common stock. 

15 The application before us states that the 12 Du Pont directors who are also directors 
or stockholders of Christiana did not participate in the consideration of the merger 
proposal. 

16Du Pont intends to dispose of the newspaper interests and the bank stock (see n. 12 
on p. 652, supra) to be acquired from Christiana. 

17 Christiana’s 16,256 shares of Du Pont’s $4.50 preferred (0.96% of the outstanding 
shares of that class) will also be reacquired by Du Pont. 
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(3) Each Christiana common share will become 1.123 shares of Du 
Pont.?® 

The merger is designed to be tax-free to Christiana and its stock- 
holders. Accordingly, it is conditioned on a ruling to that effect by the 
Internal Revenue Service. 


V 


Like other corporate mergers, this one cannot be consummated unless 
the law of the state of incorporation (in this case Delaware for both 
companies) is followed. Hence the stockholders of both companies 
must approve. Were this an ordinary amalgamation between industrial 
or mercantile firms, the merits of the matter would be none of our 
concern. Our responsibility would be solely that of seeing to it that the 
two companies’ stockholders were told enough about the proposal to 
enable them to reach an informed judgment. The decision would be 
theirs, not ours. 

But Christiana is an investment company, and the Congress that 
passed the Investment Company Act deemed transactions of this 
character to be fraught with potential for overreaching and unfair- 
ness.!° Accordingly, it prohibited them,?° subject to our power to lift 
the prohibition *! “if evidence establishes that ... the terms of the 


18In time the present Christiana holders may also receive some additional Du Pont 
stock. This would stem from a contingent, unliquidated tax refund claim that Christiana 
now has against the United States. Du Pont will acquire that claim. If it collects on it 
within five years from the effective date of the merger, it will distribute additional shares 
of its common whose then current market value will equal the proceeds of the claim. Should 
the tax refund claim remain unsettled and unadjudicated within the aforementioned five- 
year period, the number of additional shares issued will be based on the then fair value of 
the claim. 

The plan makes provision for the holders of Christiana’s 106,500 7% callable preferred. 
Those shares are callable at $120. Accordingly, the plan calls for their conversion into 
shares of Du Pont with a then market value of $120, based on the average closing price of 
Du Pont common stock on the New York Stock Exchange for the ten trading days imme- 
diately preceding the effective date of the merger, plus cash equal to the accrued dividend. 
Du Pont states that its present intention is to offer dissenting Christiana preferred holders 
who follow Delaware’s statutory appraisal procedures $120 in cash (plus the accrued 
dividend) for each share. 

19 Section 1(b)(2) of the Act states that “the national public interest and the interest 
of investors are adversely affected ... when investment companies are... managed... in 
the interest of directors, officers, ... or other affiliated persons thereof... , in the interest 
of special classes of their security holders, or in the interest of other investment com- 
panies or persons engaged in other lines of business, rather than in the interest of all 
classes of such companies’ security holders.’’ Of special significance here is Section 
1(b)(2)’s reference to investment companies’ affiliated persons, Christiana and Du Pont 
are “affiliated persons” of each other. That is so because Christiana owns more (far more) 
than 5% of Du Pont’s voting securities. See Sections 2(a)(3)(A) and 2(a) (3) (B). 

20 Section 17(a)(1) of the Act makes it “unlawful for any affiliated person [of] ...a 
registered investment company ... knowingly to sell any security or other property to 
such registered company.” The proposed combination would take the form of a statutory 
merger. But this would constitute a “sale” by Christiana of its assets to Du Pont within 
the meaning of Section 17(a)(1). HE. I. du Pont de Nemours € Company, 34 S.E.C. 531 
(1953), overruling Phoenix Securities Corporation, 9 §.B.C. 241 (1941). 

*1 Section 17(b) provides that “notwithstanding subsection (a), any person may file 
with the Commission an application for an order exempting a proposed transaction .. . 


The Commission shall [emphasis added] grant such application and issue such order of 
exemption if...” 
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proposed transaction including the consideration to be paid or re- 
ceived, are reasonable and fair and do not involve overreaching on the 
part of any person ** concerned.” ** 

Does this transaction meet that test? That is the central question 
before us.”* A negative answer wil] end the matter. Should our answer 
be in the affirmative, the managers of both companies will be at liberty 
to proceed to seek the approval of their stockholders. 


vI 


At first blush it is hard to see a real problem here. In economic 
reality Christiana stock already is Du Pont stock—under another 
name. Substantially, all that we are dealing with is an exchange of 
equivalents, 

Christiana owns 13,417,120 shares of Du Pont common. But there 
are only 11,710,103 Christiana common shares outstanding. It follows 
that a Christiana common share is in economic substance 1.15 shares 
of Du Pont common. Make a few simple adjustments for the relatively 
inconsequential preferred stocks of the two companies and for the 
newspaper interests and the bank stock that Du Pont will get from 
Christiana,”* and the whole thing is over. 

That in essence is the view of the two companies involved. Our 
Division of Investment Management Regulation agrees. But three 
Du Pont stockholders disagree.”° 


22 Because of its special impact here the word “any” has been italicized. Its presence 
means that we must find this transaction fair to the stockholders of both companies. See 
Bowser, Inc., 43 S.E.C. 277 (1967) . 

As we said in Fifth Avenue Coach Lines, Inc., 43 S.E.C. 635, 639 (1967): “[T]hat 
Section 17(a) by its terms makes it unlawful for the affiliate, rather than the investment 
company, to engage in specified types of transactions, does not... indicate a Congressional 
concern for the shareholders of the investment company to the exclusion of the other 
stockholders affected. While it is true that the protection of fund shareholders was a 
primary consideration which led to the passage of the Act, we find nothing in the legislative 
history which persuades us that Congress intended the broad language of Section 17(b) 
to be read in the restrictive manner which applicants suggest, nor have we ever done so. 
We cannot believe the Congress intended, after requiring an agency of the Government 
to examine a transaction such as this, to put that agency in the position of effectively 
authorizing the transaction when there are circumstances raising questions as to possible 
overreaching of a person concerned which has public investors.” 

*3 Section 17(b) (1). 

* But it is not the only question presented. Under Section 17(b)(2) we must also 
find the proposed transaction consistent with Christiana’s policy. And Section 17(b) (3) 
precludes approval unless we find the merger consistent with the Act’s general purposes. 
Its primary general purpose, of course, is the protection of investors. Finally, the parties 
invoke Section 17(d) and our Rule 17d—1 thereunder, which taken together prohibit joint 
enterprises and joint arrangements between investment companies and persons affiliated 
with them, unless we approve the specified transaction involved. 

2 See n. 12 on p. 652, supra. 

*% These stockholders, Lewis C. Murtaugh, Richard J. Collins, Jr. and Daniel W. Maher, 
participated in the hearings before the administrative law judge. An initial decision having 
been waived, the case came to us after the record was closed. Briefs were filed, and we 
heard oral argument. Our findings are based on an independent review of the record. 
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The objecting Du Pont stockholders consider the view just outlined 
misleadingly simplistic. They contend that this transaction will: 
(A) Confer great benefits on Christiana’s stockholders ; 
(B) Give Du Pont’s stockholders nothing worth mentioning but 
actually injure them; and 
(C) Serve no real business purpose for Du Pont. 


Vill 


The objectors are clearly right when they say that the merger will 
be a very good thing indeed for Christiana’s stockholders. Their bene- 
fits will stem from: 

(A) The federal tax structure; and 
(B) Stock market phenomena. 

We begin with the tax factors, There are two of them. One is the 
federal corporate income tax that Christiana now pays.”” The United 
States Treasury takes 7.2 cents out of every dollar of dividend income 
that Christiana gets before such dividend income is disbursed to the 
Christiana stockholders.** So the merger will increase each Christiana 
stockholder’s individual pre-tax income by 7.2% over what he would 
receive if Du Pont dividends continued to be passed through 
Christiana.” Of course, this 7.2% accretion will be taxable income 
in the individual stockholder’s hands, A particular Christiana stock- 
holder’s net tax benefit will therefore depend on the tax bracket in 
which he happens to find himself. ‘To the extent that Christiana stock 
is held by people in high tax brackets, the actual increment to the 
Christiana stockholders’ net after taxes will be significantly less than 
7.2%.°° The second tax factor relateg,to the tax cost of alternative 
methods of achieving the end that the applicants wish to reach. 
Christiana could be killed off without any need for our prior (or for 


27 Many closed-end investment companies do not pay federal corporate income taxes. 
They, like most of the open-end companies, avail themselves of the special treatment that 
Subchapter M of the Internal Revenue Code gives to so-called regulated investment com- 
panies, ie., companies regulated by this Commission under the Investment Company 
Act. Such companies are free from all corporate income taxes so long as they distribute 
all of their income to their stockholders. But this special tax benefit is available only to 
“diversified” investment companies. Christiana, of course, is as undiversified as an invest- 
ment company can possibly be. Hence its federal income tax status is no different from 
that of any other corporation. Sections 851—855 of the Internal Revenue Code. 

% The applicable normal corporate income tax is 48%. Section 11 of the Internal Revenue 
Code. But all corporations (whether investment companies or not) are entitled to deduct 
from their income 85% of any dividends that they receive. Section 243 of the Code, Thus 
the maximum effective federal corporate income tax on dividend income is 48% to 15% 
or 7.2%. 

2° Christiana pays out substantially all of its after-tax income in dividends. 

80 Additional savings will stem from the elimination of Christiana’s operating expenses. 
The application states, however, that those expenses are “relatively minor.” 
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that matter subsequent) approval. Nothing in the Act or anywhere 
else in the law inhibits a registered investment company from liquidat- 
ing. But a liquidation might be much more expensive for Christiana’s 
stockholders than this tax-free plan.*t Liquidation would certainly be 
a great deal more conjectural.®? 

In view of what has just been said about the special 7.2% tax burden 
on Christiana’s stockholders, it would be unsurprising to find Christi- 
ana’s shares selling at a discount of about that magnitude from net 
asset. value.** Actually, however, the discount has been much higher 
than that. When the merger negotiations were first announced it was 
23%. During the preceding two years it had been as high as 25% and 
was never below 20%. 

The mere announcement of the planned merger led to an appreciable 
narrowing of the discount. Its consummation will, of course, extin- 
guish the discount forever. Thus the merger will substantially enhance 
the market value of the Christiana stockholders’ property. 

What is the offsetting benefit to Du Pont’s stockholders? Applicants 
point to the fact that Christiana’s stockholders will get only 97.5% 
of its adjusted net asset value. This looks like a 2.5% discount from 
net asset value. But the actual dilution to be suffered by the Christiana 
stockholders will be only 1.8%. That is so because Christiana is so sub- 
stantial a Du Pont stockholder. Since Christiana has a 28.3% interest 
in Du Pont, 28.3% of the 2.5% discount will go right back into the 
Christiana holders’ pockets. Accordingly, objectors dismiss the dis- 
count as derisory, a mere “pacifier.” 

The objectors’ claim of positive harm to themselves and the other 
similarly situated Du Pont stockholders rests entirely on market fac- 
tors.** They point out that from a stock market point of view Christi- 
ana’s massive block of Du Pont is sterilized. Christiana has never sold 





1 Christiana’s tax picture is said to be clouded by reason of the distributions of General 
Motors common stock resulting from the antitrust divestiture decree entered against Du 
Pont. United States v. E. I. du Pont de Nemours € Co., 366 U.S. 316 (1961). We are told 
that this is so because: 

“(a) the fair market value of the General Motors stock received by Christiana pursuant 
to the antitrust divestiture decree ... is the subject of a tax refund suit by Christiana 
against the United States Government and is thus presently indeterminable ; 

“(b) the effect of pro rata distributions by Christiana of General Motors stock to its 
ewn stockholders is uncertain under the tax laws; and 

“(e) the effect of distributions by Christiana of General Motors and Hercules Powder 
Company stock ... is uncertain.” 

* Christiana’s brief states that its “stockholders would in effect be voting tax litiga- 
tion for themselves were they to sanction a liquidation.”’ 

8 Implicit in this statement is the somewhat unrealistic assumption of a market for 
Du Pont common that is entirely income-oriented. 

* Some Du Pont stockholders are also Christiana stockholders. Objectors do not weep 
for them. Their concern is with the people whose interest in Du Pont stems entirely from 
their ownership of its stock. Since there are over 225,000 Du Pont holders as against a 
mere 8,000 Christiana holders, it is obvious that most Du Pont stockholders belong to the 
class whose interests the objectors champion, 
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any of its Du Pont. Nor, so long as it remains in being, is Christiana 
ever likely to do so. 

The enormous capital gains taxes that would have to be paid are 
enough in themselves to inhibit Christiana from selling any of its 
Du Pont holdings. Those taxes would arise at two levels. First, at the 
corporate level there would be a very heavy tax on Christiana itself. 
The basis of its Du Pont shares is but a tiny fraction of those shares’ 
present value. And should Christiana follow its past practice of dis- 
tributing all of its income to its stockholders, a second onerous tax 
would fall on the individuals who own Christiana. 

Most of Christiana’s stock has a very low basis in the hands of those 
who now hold it. That is so because : 

(A) The holders either paid much less for it than it is now 
worth or acquired it from donors who bought it for far less than 
the present value; and 

(B) The basis of their Christiana shares has already been 
materially reduced by reason of their receipt of substantial quanti- 
ties of General Motors stock, pursuant to the Du Pont divestiture 
distribution.** 

The objectors say that the merger will work a radical change in this 
state of affairs. They note that the corporate capital gains tax inhibi- 
tion will vanish. After Christiana is dead and gone, no one will worry 
about the capital gains taxes that it would have had to pay had it 
remained alive. True, the holders of about 70% of Christiana’s stock 
state that they have no present intention of selling the Du Pont 
shares to be received in exchange for their Christiana holdings. But 
the objectors point out that: 

(A) No binding commitments to refrain from selling have been 
given.*° 

(B) The plan’s carefully crafted pfUvisions for Securities Act regis- 
tration statements at the selling stockholders’ expense (twice a year 
on a non-firm commitment basis and once a year on the basis of a firm 
commitment underwriting for at least $25 million) show that some 
important holders have given some thought to some selling at some 
time. 

(C) Public investors unrelated to Christiana’s control group own 
about 25% of the company’s stock. Hence the merger will give them 
about 3% million shares of Du Pont common. They will be as free as 
other noncontrolling Du Pont stockholders to sell those shares when- 


3% See n. 31 on p. 657, supra. Some 83 million Christiana shares (roughly 25% of the 
issue) have a zero basis. 

3% Indeed, the Wilmington Trust Company, record owner of more than half of Christiana’s 
outstanding shares (see n, 12 on p. 652, supra) states that its fiduciary responsibilities may 
require it to do some selling from time to time. 
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ever and wherever they choose without registering them under the 
Securities Act. 

Objectors argue that the merger will have an adverse impact on 
them even if nobody actually sells. They ask us to focus on potential 
available supply. Such supply will, they say, be increased by over 13 
million shares, The market’s knowledge of this is bound to depress 
the price. Ergo, Christiana should be required to compensate the 
Du Pont stockholders for the “vast and virtually uncontrolled in- 
crease in the supply of marketable stock” flowing from the merger. 

As for Du Pont, objectors argue that it has been doing well all these 
years and will continue to do well with or without Christiana; that 
applicants have failed to show that Christiana is an incubus to Du 
Pont; and that though the proposal does a great deal for the du Pont 
family, it does nothing of consequence for Du Pont. True, after the 
merger’s consummation Du Pont will have about 188,500 fewer com- 
mon shares outstanding than it now does. But presently outstanding 
shares of that issue number 47,445,810. So the number of shares out- 
standing will be diminished by a mere four-tenths of one percent. 

One objector argues for a substantial increase in the contemplated 
2.5% or 1.8% (depending on whether one looks at gross or at net 
impact) discount from Christiana’s net asset value.*’ The other two 
also urge an increase in the discount. But they go on to attack the 
whole affair root and branch. They consider it an outrageous assault 
on the rights of the Du Pont stockholders and on the Jaw of supply 
and demand. What they deem essential are conditions to “protect the 
price of Du Pont shares.” They therefore implore us to impose re- 
straints on the alienability of the new Du Pont comon shares to be 
issued pursuant to the merger. 


IX 


Applicants consider the objectors’ contentions frivolous and absurd. 
So does our Division of Investment Management Regulation.** We 


87 See p. 657, supra. 

8 Though in accord with the applicants on every substantive point presented, the 
Division has certain qualms about the performance of the financial experts who testified 
on their behalf with respect to the value of Christiana’s Du Pont holdings. It asks us to 
say some harsh words about those experts and to make a pronouncement about the role 
of an independent expert in a proceeding of this character. We agree with the Division 
that financial experts should be diligent, conscientious, and painstaking. On the record 
before us, we think it inappropriate to go beyond that truism. The importance of expert 
testimony var'es from case to case. In some situations such testimony is crucial. When a 
closely held firm or a business of an esoteric character must be appraised, much turns on 
what the experts say. LaSalle Street Capital Corporation, 44 S.E.C. 655 (1971) is illus- 
trative. That case presented a question about the value of a major league baseball franchise. 
Such questions are, as was said at page 662 of the LaSalle Street opinion, “‘not suscepti- 
ble to precise determination.’”’ The instant case, on the other hand, involves marketable 
securities. The questions presented are in our view essentially legal. Hence they cannot 
be resolved by reference to the opinions of financial experts, however conscientious and 
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take a different view. To us the questions presented are substantial and 
troublesome. This is not an easy case. But after careful consideration 
of the issues raised, we find ourselves constrained to resolve them 
against the objectors and to grant the application before us. 

That there is an imbalance of benefit is plain. This merger cannot 
possibly do as much for Du Pont as it will for Christiana. The very 
slight reduction in the amount of Du Pont’s outstanding common and 
the resulting increase in earnings per Du Pont common share is incom- 
mensurate with the tax and the market value benefits inuring to the 
Christiana stockholders. 

Applicants ask us to look at other benefits that will, they say, be 
reaped by Du Pont and its stockholders. We have done that. And we 
find their magnitude far from striking. 

Apart from the small reduction in the number of Du Pont shares 
outstanding and the resulting small increases in book value and in 
earnings per Du Pont common share, it is said that Du Pont will bene- 
fit. from : 

(A) The “dispersal” of Christiana’s large block of Du Pont 
common; and 

(B) Its escape from the Investment Company Act, which pre- 
cludes it from entering into transactions with Christiana without 
our approval. 

The “dispersal” argument is somewhat puzzling. Applicants insist 
over and over again that it is most unlikely that any substantial number 
of Du Pont shares will come to market by reason of the proposed trans- 
action. In that regard applicants point quite cogently to the large in- 
dividual capital gains taxes that selling Christiana holders will have 
to pay and to the long-run character of the du Pont family’s invest- 
ment commitment to the company that bears its name. What then is 
likely to be dispersed ? 

It would seem that the dispersal] will be formal, not substantive. To- 
day some people own a great deal of Du Pont indirectly through 
Christiana. Tomorrow those very same people will still own a great 
deal of Du Pont. But they will own it directly rather than indirectly. 
What will that change do for Du Pont? 

Du Pont’s answer to these questions look to the long run. Its brief 
concedes that its “management was aware of no immediate prospect of 


however eminent. We do not go so far as to say that expert testimony is of no weight here. 
Some of it we have found interesting and even instructive. But in view of the nature of the 
issues raised, we think its weight limited. We note, for example, that some of the experts 
seem to have spent a great deal of time studying our decisions under Section 17 of the Act 
and pondering the implications of the opinions in those cases, That sort of thing is 
normally the function of a lawyer, not of an expert witness. The Division has, we think, 
failed to give due heed to the special nature of this concrete case. Observations about 
experts in our past opinions have been mechanistically transposed to contexts quite different 
from those in which they were uttered. 
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any adverse consequences from the Christiana holdings.” The brief 
goes on to argue, however, “that over the long term such a possibility 
might arise.” 

The precise nature of these possible long-term adverse consequences 
is obscure. The argument rests on the possibility of a future clash be- 
tween the people then in control of Christiana and the people then 
managing Du Pont. It: assumes that in this hypothetical situation the 
Du Pont managers will be the “good guys” and the Christiana control 
group the “bad guys.” The argument seems far-fetched and rests on 
premises we consider unacceptable. Christiana’s extinction may well 
make it somewhat easier for Du Pont’s managers to maintain them- 
selves in office. We, however, cannot presume that this will necessarily 
be in the Du Pont stockholders’ interest.*® And in any event the In- 
vestment Company Act was not designed to foster. the retention of 
control by managerial groups. Nothing in it warrants a holding that 
such control is to be preferred to control by important stockholders.*° 

No showing has been made that the Investment Company Act im- 
poses any really onerous burdens on Du Pont. No doubt the applica- 
tions that the company is required to file by reason of its affiliation 
with Christiana are something of a nuisance.*! But no contention has 
been made that the Act has interefered or is likely to interfere with the 
company’s business. Hence we find it is difficult to view Du Pont’s exit 
from the Act’s net as a significant benefit. 

But the Act’s requirement that the transaction be reasonable, fair, 
and free from overreaching, does not mean that the benefits to the 
parties must be nicely balanced. Such a reading would be wholly im- 
practical and would frustrate legitimate arrangements. Some trans- 
actions are more important to one side than to the other. This one is of 
that type. And that does not make it inherently unfair under Section 
17(b). Nor does the fact that Christiana has much more at stake than 
Du Pont mean that the consideration moving from Christiana to Du 
Pont must be large enough to inflict really substantial detriment on the 
former. 

The benefit to Du Pont is far from awesome. But it is sufficient to 
meet the statutory standard. Christiana is a legal device. Those who 


329 As a former Chairman of this Commission recently observed: “The raider may... 
be a better manager than the raidee’’. Cary, A Proposed Federal Corporate Minimum Stand- 
ards Act, 29 BUS. LAW. 1101, 1105 (1974). 

40 Certain Delaware decisions seem to hold otherwise. They are beside the point. Our 
concern here is not with the niceties of local corporation law, but with broad Federal 
investor-protection standards formulated in large measure because of the inadequacies of 
local corporation law. See Cary, Federalism and Corporate Law: Reflections upon Delaware, 
83 YALE L.J. 663 (1974). 

41 Our files show that there have been approximately 50 applications since the Investment 
Company Act went into effect back in 1940. 
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invented it did so to serve their own purposes.*? And they had every 
right to do that. Now the inventors’ heirs and successors in interest 
conclude that the device is obsolete. That is their privilege. Nothing in 
the Act compels them to pay a high price for exercising it.** Only if 


43 The parties did not go into Chr‘stiana’s history on the record. But we thought it 
appropriate to take administrative notice of some fairly well-known facts of economic 
history. And we did so at the outset of this opinion. We cannot forget that Christiana as 
an investment company is of a very special kind and that the situation with which we are 
confronted was created long, long before anyone dreamed of any such statute as the 
Investment Company Act. Compare Hawaiian Electric Company, Inc., 44 S.B.C. 189 192-— 
3 (1970), where our view of the Public Utility Holding Company Act’s impact on the 
matters there before us was much influenced by Hawaii’s unique history. 

The Public Utility Holding Company Act to which we have just referred has a certain 
bearing here. As applicants note, Sect‘on 11(b)(2) of that statute mandate the elimina- 
tion of unnecessary holding companies in the industries affected. Were that Act applicable 
to Christiana, it would have vanished long ago. Nobody suggests that it serves any real 
purpose in the world of today. Of course, Du Pont is neither an electric company nor a 
gas company. So we have no power to destroy Christiana on our own motion. But we think 
the policy against the multiplication of superfluous corporate entities articulated in the 
Holding Company Act sound and salutary. When as here questions about wholly unneces- 
sary entities come before us in non-utility contexts, it is quite inappropriate for us to insist 
on their perpetuation or to impose terms likely to lead the parties to conclude that it 
would be cheaper and better to keep them alive. 

48 But they must pay a fair price. And in assessing the fairness of the proposed price 
one is struck by the fact that the Securities Act restricts the marketability of Christiana’s 
massive block of Du Pont. Objectors do not demur to the proposal on this ground. Nor 
does our staff. We, however, have considered the question sua sponte. We have done so 
because (1) as the Commission pointed out some years ago, “the valuation of restricted 
securities at the market quotations for unrestricted securities of the same class would, 
except for most unusual situations, be improper.” (‘Restricted Securities,’ Investment 
Company Act Release No. 5847, Accounting Series Release No. 113 (October 21, 1969)) ; 
and (2) in the normal case a discount of only 2.56% from net asset value would be much 
too small to reflect the diminution in value resulting from the restrictive feature. After 
such consideration, we find this one of those “most unusual situations’’ referred to in the 
above-cited release in which it is proper to value restricted securities at the price assigned 
by the market to unrestricted securities of the same class. 

The typical investment company-restricted security situation involves the acquisition 
of a block of restricted securities for investment at a price below that at which unrestricted 
securities of the same class are selling, with the discount (usually a substantial one) being 
attributable to the restrictions imposed by the Securities Act on persons who take securities 
in so-called private placements. None of these factors is present here. Christiana’s 13,417,120 
shares of Du Pont were not acquired for investment in the ordinary sense of that term. 
Those shares are a historic control block assembled almost two decades before anyone 
thought of any such statute as the Securities Act. And although the price Christiana 
paid for its Du Pont holdings was nominal when viewed in relation to their present 
value, it received no discounts at the time of purchase. What has just been said is more 
than historical digression. It has contemporary relevance, A block of securities restricted 
under the Securities Act because it is large enough to confer control cannot be equated 
mechanically for all purposes with smaller non-controlling blocks restricted only because 
they were acquired in transactions claimed to have been exempt from the Securities Act’s 
registration and prospectus-delivery requirements by reason of the special provision in 
Section 4(2) of that statute for “transactions ... not involving any public offering.” 
Our policy with respect to the valuation of restricted stock by investment companies rests 
on two principal considerations. First, the impropriety of an investment company record- 
ing essentially fictitious profits by buying restricted stock at a discount and then marking 
it up to the market; and secondly, the fact that stock which cannot be publicly sold 
without registration normally is worth less than stock which is free for trading. Neither 
consideration is applicable here. Christiana did not acquire Du Pont stock at a discount by 
reason of the status of that stock under the Securities Act, and Christiana never intended 
to, and never has, traded in and out of Du Pont stock. If Christiana had ever made the 
clearly momentous decision to attempt to sell its Du Pont stock, registration under the 
Securities Act would have been the least of its problems. 

Also pertinent in this regard is the fact that much (probably most) of the Du Pont 
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their decision to dismantle Christiana inflicts cognizable harm on Du 
Pont and on its stockholders unrecompensed by the proposed discount, 
can we insist on terms harsher for them than those now before us.** 

Another aspect of this case illustrates that principle. The Christiana 
stockholders could have caused Christiana to be liquidated. They 
would then have become the direct owners of the Du Pont shares now 
held by Christiana. Had they done so, the situation would have been 
essentially the same as that contemplated by this merger. 

But a liquidation, unlike this merger, would have adverse tax con- 
sequences for Christiana’s stockholders. And in view of the problems 
attributable to the General Motors divestiture, the extent of their po- 
tential tax liability is shrouded in uncertainty.** The proposed merger 
is thus designed to avoid the serious tax problems that Christiana’s 
liquidation would engender for its stockholders. Aside from those 
tax problems, however, the economic impact of this merger on Du 
Pont and its stockholders is no more onerous than the impact that 
would be produced were the Christiana stockholders to exercise their 
prerogative to liquidate Christiana. More specifically, the possible 
market effects resulting from the Christiana stockholders acquiring 
direct ownership of the Du Pont shares would be the same. It may be 
that in the course of bargaining between wholly unrelated parties, 
Du Pont could have exacted a handsome price for permitting consum- 


stock to be received by the Christiana stockholders will itself be restricted under the 
Securities Act. To discount the value of those persons’ present indirect holdings in Du Pont 
on the ground that those holdings are restricted under the Securities Act and then to 
give them new direct Du Pont shares that would be similarly restricted, would involve 
a double subtraction that we deem impermissible. 

44It might seem that the discount should at the very least equal the 7.2% income 
tax benefit to be realized by the Christiana stockholders. However, their actual bene- 
fit will in most cases be less than 7.2%. See p. 656, supra. This consideration, how- 
ever, we put to one side. The heart of the matter is that the tax benefits to be reaped 
by the Christiana people will inflict no corresponding detriment on Du Pont or on its 
stockholders. The burden will fall wholly on the United States. And neither the Du Pont 
family nor the other Christiana holders are under any duty to maximize their tax li- 
abilities. As the Court of Appeals for the Second Circuit said when it sroke through 
Judge Learned Hand in Helvering v. Gregory, 69 F. 2d 809, 810 (C.A. 2, 1984) : “Anyone 
may so arrange his affairs that his taxes shall be as low as possible; he is not bound 
to choose that pattern which will best pay the Treasury; there is not even a patriotic 
duty to increase one’s taxes.’’ Also in point are Judge Hand’s subsequent observations 
when he dissented in Commissioner v. Newman, 159 F. 2d 848 (C.A. 2, 1947), cert. 
denied 331 U.S. 859 (1947): “[T]here is nothing sinister in so arranging one’s affairs 
as to keep taxes as low as possible. Everybody does so, rich or poor; and all do right, 
for nobody owes any public duty to pay more than the law demands: taxes are enforced 
exactions, not voluntary contributions. To demand more in the name of morals is mere 
cant.” 159 F. 2d at 850-851. Nor do we see how Section 17(b)’s “reasonable and fair” 
standard can be deemed to require Christiana’s stockholders to turn every nickel of their 
tax savings over to Du Pont. The tax savings are of some weight. But it does not follow 
that the Du Pont stockholders are to be subrogated to the rights that the United States 
now enjoys under the status quo. 

45 See n. 31 on p. 657, supra. 
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mation of the transaction in a form that relieves the Christiana stock- 
holders of their tax problems. But Du Pont’s failure to do that does 
not render the transaction unreasonable or unfair. The Du Pont stock- 
holders, including the objectors, have no property interest in the 
Christiana stockholders’ tax problems. A principal reason why Section 
17 of the Investment Company Act requires us to pass upon the fair- 
ness of transactions such as this, is to prevent persons in a strategic 
position from using that position to effect transactions for other than 
fair value. And fair value does not change simply because a strategic 
position arises from something other than affiliation. 


x 


That brings us to what we think the crux of the case: the objectors’ 
claim of detriment by reason of market impact. 

Here we find a hot dispute about the probable facts. Objectors en- 
vision endless torrents of Du Pont shares descending on the market. 
Although never too clear about exactly what they expect to happen, 
they profess great alarm about the low prices to which Du Pont 
common will fall.“* Applicants laugh at that. They say that nobody 
is going to sell anything. Christiana’s brief tells us that: 


“In the present situation, there is no reason to suppose that the distribu- 
tion of Du Pont shares to Christiana stockholders will add even one share 
to the market for Du Pont stock. The consummation of the merger will 
simply leave the Christiana stockholder with Du Pont shares in place of 
the Christiana shares he has formerly held—in most cases—for many years. 
There is no reason to suppose that the Christiana stockholder will sell those 
shares... [A]dverse tax consequences will be visited on a former Chris- 
tiana stockholder if he does sell Du Pont stock. Those consequences are a 
strong deterrent to sale since receipt of the Du Pont stock in the merger 
will be tax-free.’ 


We think the objectors’ prophecies much too gloomy.*’ Hence it looks 
to us as though the applicants have the better of the argument. But 


4 But they never explain why Christiana’s holders would be eager to sell at such 
depressed levels. Objectors have no doubts about Du Pont’s investment merit. Indeed, they 
think Du Pont a pearl of great price. Nor do they suggest that those who guide Christiana’s 
destinies have any real doubts about Du Pont. The objectors’ position is self-contradictory. 
On the one hand, they stress the great wealth of the Du Ponts. On the other, they are 
(or claim to be) obsessed by the virtual certainty of massive sales at distress prices. But 
why should people whose remoteness from the brink of destitution is constantly stressed 
by the objectors themselves rush off madly to dispose of valuable property for less than its 
intrinsic worth? Objectors never answer that question. Instead they shift their ground by 
moving from the Christiana control group to the non-controlling public investors who own 
about 25% of Christiana. These people, they note, will be free from the Securities Act’s 
registration and prospectus-delivery inhibitions. They proceed to postulate devastating 
waves Of helter-skelter selling by the public holders. These horribles seem fanciful to us. 
We see no reason to assume that there will be a psychosis epidemic among either the 
controlling or the non-controlling Christiana stockholders. We think that in financial 
matters at least both groups are at least as rational ag the general run of Humanity. 

47 Our reasons have been stated in the preceding footnote. 
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we refrain from enmeshing ourselves in this thicket of conjectures 
about what people are likely to do in the future with their own 
property. 

We assume that the merger may engender some selling that would 
otherwise not take place. We assume further that such selling may at 
certain points in time be substantial. Proceeding on those assumptions, 
we are nevertheless after considerable thought unable to detect any 
uncompensated detriment to the Du Pont stockholders of a type that 
we can properly take into account. 

The stock market has its peculiarities. In essentials, however, it is 
much like other more basic markets in goods, services, and the factors 
of production. Here as elsewhere increased supply will (all other 
factors being equal—which in practice they may or may not be) lower 
prices. Should the Wilmington Trust Company decide to sell a sub- 


stantial amount of Du Pont common, the price of the issue will be 
affected to some extent. 


We agree with the objectors about that. But we disagree with their 
contention that this short-run view of the pricing process is the one 
that governs here. What we have before us in these proceedings is a 
proposal for a fundamental corporate readjustment. In that context 
transitory market phenomena are of secondary significance. We look 
at the case not from the objectors’ tape-watcher perspective,‘* but as 
a problem in economic realities and business fundamentals.*® 


48 We cast no aspersions on tape watchers. They have every right to speculate. And while 
pursuing their own self-interest, they sometimes perform a useful social function. Hence 
they are often the objects of our solicitude. But that is so in matters arising under the 
Securities Exchange Act. When we work under this Act, under Chapter X of the Bankruptcy 
Act, and under the Public Utility Holding Company Act, their interests yield to those 
of the long-term investor. 

49 We may draw attention to what we consider the striking parallel between Section 
17(b) (1)’s reasonable, fair, and free from over reaching test and the “fair and equitable” 
standard that Congress laid down in the Bankruptcy Act (Sections 174, 221(2)), and in 
the Public Utility Holding Company Act (Section 11(e)). True it is that the words “fair 
and equitable” have a precise technical meaning in insolvency law. Nor are we unmindful of 
the distinctions that may be drawn between 4 legally mandated resorganization under 
the Holding Company Act and a consensual arrangement such as the one now before us. 
But the ancient reorganization concept of “fair and equitable” also has a broader meaning 
that we think indistinguishable from the Investment Company Act test that governs here. 
See Protective Committee v. Anderson, 390 U.S. 414, 424-441 (1968). 

Hence we find the many reorganization cases that emphasize intrinsic value and 
deprecate market factors persuasive here. See, e.g., S.E.C. v. Central-Illinois Securities 
Corp., 338 U.S. 96, 152 (1949) (“Congress, perhaps believing that the application of such 
an amorphous standard as that of ‘colloquial equity’ was beyond the competence of courts 
and commissions, has instead prescribed the requirement that investment values be 
preserved.”) ; Niagara Hudson Power Corp. v. Leventritt, 340 U.S. 336, 346-348 (1951) 
(“The informed judgment of the Commission, rather than that of the market, has been 
designated by the Act as the appropriate guide to fairness and equity within the meaning 
of the Act. Under the standards approved by this Court, that informed judgment looks 
for investment values. ... [T]he Central-Illinois case . . . expressly rejected the ‘colloquial 
equity’ approach of the District Court, which placed special emphasis upon market 
history. . . . Moreover, we find no lack of authority . .. [for] the general principle that 
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Hence we find ourselves compelled to discount objectors’ market 
impact worries even more heavily than they would have us discount 
Christiana’s net asset value. A share of Du Pont common is a frac- 
tional proprietary interest in a large business. In no way will the 
Christiana merger detract from either the assets or the earning power 
of that business. The fundamentals of the situation will remain as 
they are. Thus the merger cannot affect—and no contention has been 
made that it would or could affect—Du Pont’s intrinsic investment 
value. That the merger might possibly engender selling of a volume 
that could on occasion cause Du Pont’s market price to dip below the 
level at which it would otherwise stand is of little moment. Such under- 
valuation would undoubtedly attract the attention of investors and 
speculators interested in chemical issues. They could scarcely escape 
noticing it. And why would they spurn the resulting bargain? Nothing 
brought to our attention suggests that the marketplace might be slow 
to notice Du Pont’s cheapness relative to comparable stocks. And we 
see no reason to assume that it would. We therefore conclude that such 
depressing effects on the price of Du Pont common as may occasionally 
manifest themselves by reason of the proposed transaction will be of 
relatively brief duration. We proceed on the premise that over time 
the securities markets are rational.®° And if that premise be sound, an 
issue as well-known and as conspicuous as Du Pont common cannot 
remain on the bargain counter for long.** 


a class of securities may go unrecognized in a reorganization when ... they have no 
investment value.) Pertinent here are the District Court’s observations at the close of 
its opinion in In re Imperial ‘400’ National, Inc., 374 F. Supp. 949, 978 (D.N.J., 1974) : 
“Concern has been expressed . .. with respect to the market value of new... stock as 
opposed to its investment value. No matter how carefully I may calculate ‘value,’ I have 
no control over what may happen to price in the public market. But my concern under 
the Bankruptcy Act is value and not price.” 

50The premise may or may not be empirically demonstrable. Some academicians who 
speculate about the nature of speculation question it. But see the observations on “central 
value” and ‘intrinsic value’ in GRAHAM, DODD & COTTLE, SECURITY ANALYSIS 26, 
et seq. (4th ed., 1962). We, however, are not at liberty to question it. The statutes we 
have been directed to administer start from the axiom that markets are or can be made 
economically rational. We are no freer to question that axiom than we are to question 
the desirability of registration statements and prospectuses under the Securities Act. 
If prices and values are as unrelated to each other over time as the objectors contend, the 
Investment Company Act is nonsensical and this Commission’s labors under it farcical. 
For obvious reasons we take a different view. 

5\The closed-end discount that pervades this case may raise doubts about this. The 
closed-end discount phenomenon, which is neither peculiar to Christiana nor of recent 
vintage (see our previously cited 1966 report on the PUBLIC POLICY IMPLICATIONS 
OF INVESTMENT COMPANY GROWTH at pp. 42-44; see also Metz, Unkindly Year in 
Closed Ends, N.Y. Times, January 11, 1974 at 42, col. 3; Where Stocks Can Be Bought at 
a Discount, U.S. NEWS & WORLD REPORT, May 27, 1974, p. 61) has its intriguing 
and to some extent disquieting aspects. But we see nothing in it that serves as an augury 
about the probabie market action of a stock like Du Pont. Closed-end companies are seldom 
liquidated. Investors attracted to them by the discount assume the risk that the discount 
may widen against them. And in Christiana’s case special factors come into play. Du Pont 
is an active, well-known listed stock. Christiana, on the other hand, is a thinly traded 
over-the-counter issue. The relative illiquidity of an investment in Christiana would seem to 
have had some influence on the discount. 
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Suppose that we were inclined to see more abstract merit than we do 
in the objectors’ market impact argument. Even then we would be 
unable to give it much weight in deciding the concrete case before us. 
How can we possibly tell how much Du Pont common is likely to come 
to market by reason of this merger in 1976? 1980? 1985? And even if 
we could form some educated guesses about that, how would we meas- 
ure the impact of the additional supply on the market price? The ob- 
jectors are unable to supply us with supply and demand schedules for 
Du Pont common for the ensuing decade.** And we decline to construct 
our own.** Speculations about the probable behavior patterns of specu- 
lators are much too slender a reed on which to predicate findings of 
fairness under the Investment Company Act.** 

Even if we had the light of hindsight available to us, we could not 
properly focus on the factors that the objectors consider central. 

Suppose that we were able to take another look at this case some 
years after the merger. Du Pont’s actual post-merger market history 
would then be available to us. But it would be of little help. Stock 
prices are volatile and the factors that influence them multifarious.*® 
We know of nothing that would permit an accurate post-merger as- 
essment. A pre-merger one would obviously be an even wilder guess. 
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At times the law undertakes explorations almost as speculative as 
those on which the objectors ask us to embark. Thus in the law of tort 
judges and juries place price tags on pain and suffering—and indeed 
on human life itself. And to come closer to home, in reorganizations 
under the Bankruptcy and Public Utility Holding Company Acts we 
and the courts try to estimate the probable future earnings of business 
enterprises and the multiples at which it is appropriate to capitalize 
those earnings.°° Those inquiries are undertaken because justice re- 
quires that the effort be made. 





52 Were there any such schedules, their very existence would alter the situation. If 
investors and speculators had the benefit of perfect foresight, they would alter their plans. 

58 Having denounced investment advisers who “‘vie with each other in making unsupporta- 
ble claims to prophetic insight’ (Spear € Staff, Incorporated, 42 S.E.C. 549, 556 (1965)), 
we refrain from similar transgressions of our own. 

54. Compare Jade Oil é Gas Co., 44'S.E.C, 56, 65 (1969). 

5 Du Pont is generally regarded as an issue of prime investment quality. Applicants 
and objectors agree on that. Yet during 1974 its price has ranged from 179 to 84%. Lest 
1974 be tossed off as an especially disturbed year, we look for comparative purposes to 
1970-1972. And we find that during those years the price ranged from 184 to 92. Du Pont 
is now selling at 8 times earnings. Not too long ago it was selling at 24 times earnings. 
Some years ago it was at 27 times earnings. These numbers show the inherent futility of 
any effort to measure the impact of incremental supply. Yet objectors ask us to assess 
the psychological effects of purely potential supply. 

56 See Consolidated Rock Products Co. v. Du Bois, 312 U.S. 510, 526 (1941) quoted with 
approval in Protective Committee v. Anderson, 390 U.S. 414, 441-442 (1968): “The 
criterion of earning capacity is the essential one . . . Since its application requires a 
prediction as to what will occur in the future, an estimate, as distinguished from mathemati- 
cal certitude, is all that can be made.” 
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That differentiates those situations from this one. Here justice re- 
quires no ventures into the unknown and unknowable. An investment 
company, whose assets consist entirely or almost entirely of securities 
the prices of which are determined in active and continuous markets, 
can normally be presumed to be worth its net asset value. What better 
guide to its value could there be? The simple, readily usable tool of net 
asset value does the job much better than an accurate gauge of market 
impact (were there one) could. The record indicates that most. of 
Christiana’s stock is held by long-term investors. Hence there is no 
pressing need to depart from the net asset value test.°” 

That understates matters. In these circumstances, any significant 
departure from the net asset value criterion would work positive in- 
justice. Objectors’ proposals would strip the long-term Christiana 
investor of some of the intrinsic value of his holdings. Such expropria- 
tion would be wholly unjustifiable. It would also be most inappropri- 
ate to frustrate the reasonable expectations of those who bought into 


Christiana in the belief that it was a legitimate way of buying Du 
Pont at a lower price.*® 


XII 


Having concluded that pecuniary assessment of hypothetical] future 
market impact would be unnecessary and inappropriate,®® we turn to 


5? Investment companies are as a general rule media for long-term investment. That 
makes net asset value the touchstone. And the Act is based on that premise. Section 
2(a)(41)(B) states that “ ‘Value’ with respect to assets of registered investment com- 
panies ... means ... with respect to securities for which market quotations are 
readily available, the market value of such securities.” And although the closed-end 
discount phenomenon was well-known in 1940, the Congress that passed the Act chose 
to protect closed-end stockholders against dilution of the intrinsic values rather than to 
facilities the sale of new closed-end shares. Section 23(b) of the Act shows that. It 
provides that “No registered closed-end company shall sell any common stock of which it 
is the issuer at a price below the current net asset value of such stock.’’ And we have 
viewed net asset value as the controlling factor in Section 17 proceedings. See, e.g., Harbor 
Plywood Corporation, 40 S.E.C. 1002, 1010 (1962); Delaware Realty and Investment 
Company, 40 S.E.C. 469, 473 (1961). Compare Central States Electric Corporation, 30 
S.E.C. 680, 700 (1949) (advisory report on plans for the reorganization of a closed-end 
investment company under Chapter X of the Bankruptcy Act urging ‘“‘net asset value as 
the primary measure of value of an investment company.”’) 

58 Objectors talk of windfalls. We cannot detect them. True, people bought Christiana 
on the theory that it was a cheap way of buying Du Pont. But those who did that took 
the risk that the closed-end discount might widen against them. Those who reasoned that 
long-run value would win out in the end and that Christiana could not last forever will 
do well, But such rewards for astuteness and lucky guesses are inherent in the nature of 
markets. 

59 Objectors make much of certain assertedly contrary positions said to have been taken 
by the applicants, their controlling persons and their counsel and financial advisers in the 
Du Pont-General Motors divestiture proceedings. See United States v. FE. I. du Pont de 
Nemours & Co., 353 U.S. 586 (1957); 177 F. Supp. 1 (N.D. Ill), 1959) ; 366 U.S. 316 
(1961). But the views that the applicants found it convenient to take in another case under 
another statute before another forum are not controlling here. Moreover, the General 
Motors situation had nothing in common with this one. There Du Pont was to distribute 
its millions of General Motors shares to Du Pont’s stockholders. Under the Internal 
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the objectors’ suggestions for restraints on the alienation of the Du 
Pont shares to be issued under the merger.” 

The Securities Act is now 41 years old. Hence there is nothing novel 
about the idea that it is in the public interest and appropriate for the 
protection of investors to inhibit certain strategically situated persons 
from selling securities whenever and wherever they choose. But neither 
the Securities Act nor the Securities Exchange Act prohibits such 
people from selling. What those statutes prohibit are offers and sales 
without appropriate disclosure. It is a long, long jump from that to an 
unconditional ban on any sales at all. And quantitative limits on a 
holder’s freedom of sale that rest not on the buyers’ need for disclo- 
sure, but on the assumed desirability of protecting other holders from 
the market effects of large-scale selling would entail almost as broad 
a leap. We see no need for such a leap in this case.™ 


XII 


We said earlier that this is not an easy case. But its difficulties do 
not stem from the hypothetical market impact on which objectors 
focus. They flow rather from the striking disparity between the sub- 
stantial benefits to be received by Christiana and the far more modest 
ones inuring to Du Pont. This disparity justifies the proposed 2.5% 


or 1.8% discount from Christiana’s net asset value. That is not to say 
that applicants have come up with ¢he one right figure. There is no 
such figure. Fairness is a range, not a point. Something less than the 
discount arrived at by the applicants might well pass muster. And a 


Revenue Code, as it then was, the recipients of those shares would have been deemed 
to have realized taxable income. So they would have had to pay taxes, To raise the money 
with which to pay those taxes, they would or might have had to sell at least some of the 
General Motors shares that they received by reason of the divestiture. (This problem was 
solved for the most part by the addition of Section 1111 to the Internal Revenue Code.) 
Here no taxes need be paid except by those Christiana holders who may voluntarily 
decide to sell. Nor are the governing legal standards the same. The Internal Revenue Code’s 
standard is “fair market value.” The word ‘market’ is conspicuously absent from Section 
17(b). 
9° No specific suggestions are made. 


6 Objectors seek to protect their property rights. But the Christiana stockholders also 
have property rights. It is not for us to prefer one group’s property rights over the 
other’s. The Du Pont stockholders are far more numerous than the Christiana stockholders. 
See n. 34 on p. 657, supra. But that is of no consequence. These matters are not resolved 
by plebiscite. Section 17(b)(1) seeks to prevent “overreaching on the part of any person 
concerned.” Compare Protective Committee v. Anderson, 390 U.S. 414, 435 (1968): “[A] 
plan of reorganization which is unfair to some persons may not be approved by the court 
even though the vast majority of creditors have approved it.’’ 

® Objectors say that the applicants’ negotiations were not at arm’s-length. And in view 
of the links between Christiana and Du Pont they may well be right about that. It matters 
not. In assessing fairness we look not to the nature of the negotiations but to their 
results. It is precisely because transactions of this character are replete with inherent 
conflicts of interest that the Act requires that they be submitted to us. As we said in 
Atlas Corporation, 37 S.E.C. 72, 85-86 (1956) : “It is evident that Section 17 of the Act 
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slightly higher discount would also be within the permissible range. 
But one appreciably higher than the discount now before us would 
divest Christiana’s stockholders of a significant portion of the intrinsic 
investment values to which they are legally and equitably entitled. It 
would therefore run afoul of Section 17(b) (1) of the Act.® 


XIV 


We find the proposed merger : 
(A) Reasonable and fair ; 
(B) Free from overreaching on the part of any person con- 
cerned; * and 
(C) Consistent with the general purposes of the Act.® 
The standards of Section 17(b) being met, there is no need to invoke 
Section 6(c).% 
An appropriate order will issue. 
By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans, Sommer and Potiack). 


was not designed to prohibit transactions solely for the reason that they are not nego- 
tiated at arm’s-length. On the contrary, Section 17(b) of the Act directs us to exempt 
transactions between controlling or affiliated persons where the evidence establishes that the 
terms thereof are reasonable and fair and do not involve overreaching on the part of 
any person concerned. Clearly, Section 17 contemplates that transactions meeting these 
standards will be permitted although arm’s-length bargaining may not have been present 
or, indeed, may have been impossible in view of the relationship of the parties.’’ 

® That being our view of the law of the case, we see no merit to the objectors’ contention 
that the record is so inadequate on the market impact aspect of the matter as to require 
a remand. Nor do we see any basis for the claim that adequate discovery about the 
Christiana control group’s present intent to sell refrain from selling in the future was 
improperly denied. To have delved into the matters into which objectors sought to inquire 
would have swelled the record pointlessly. Moreover, our Rules of Practice make no provi- 
sion for the taking of depositions in situations other than those covered by Rule 15(a) of 
those rules. There may be a trend toward liberality in pre-trail discovery. But that did 
not empower the administrative law judge to disregard the plain meaning of our rules. 
Due process does not require depositions. See Miner vy. Atlass, 363 U.S. 641 (1960); 
N.L.R.B. v. Interboro Contractors, Inc., 4382 F. 2d 854, 857-858 (C.A. 2, 1970), cert. denied, 
402 U.S. 915 (1971). 

6#We make no findings under Section 17(a)(2), which requires that the proposed 
transaction be consistent with the investment company’s policy. That section has no 
bearing on cases in which investment companies propose to go out of existence. See Aviation 
and Transportation Corporation, 8 S.E.C. 527, 538-539 (1941). 

® That is so because it will eliminate pyramiding duplicative operating expenses, and 
unnecessary taxation. See the Aviation and Transportation case cited in the preceding 
footnote, at page 539 of 8 S.E.C. 

* Applicants also pray for exemptive relief from Section 17(d) of the Act and our Rule 
17d-1 thereunder. No issue has been raised as to the applicability of those provisions. 
Hence we assume without so deciding that they may have some bearing here. To the 


extent, if any, that this is so, we find the standards of that section and that rule 
satisfied. 





IN THE MATTER OF 
THE COLUMBIA GAS SYSTEM, INC. 
COLUMBIA COAL GASIFICATION CORPORATION 
File No. 70-5561. Promulgated December $1, 1974 
Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


The Columbia Gas System, Inc. (“Columbia”), a registered holding 
company, and Columbia Coal Gasification Corporation (“CG”), its 
wholly-owned non-utility subsidiary, have jointly filed an application- 
declaration pursuant to Sections 6, 7, 10 and 12 of the Public Utility 
Holding Company Act of 1935 (“Act”) and Rules 43, 45 and 50(a) (3) 
promulgated thereunder regarding the following proposed transac- 
tions. An appropriate notice of filing was issued.? 

CG was organized by Columbia as the corporate vehicle for the 
development of synthetic pipeline quality gas from coal to augment 
the Columbia system natural gas supplies.? It was then stated that CG 
would seek to acquire or develop coal reserves for that purpose. 

In March 1971 CG acquired, by lease, all coal rights underlying 
approximately 300,000 acres of land in West Virginia from Columbia 
Gas Transmission Company, an associate company. Details of that 
transaction are set forth in a companion order issued this day.* 

CG has engaged independent mining engineers and geologists to 
conduct core drilling and exploration activities to evaluate the extent 
of commercially minable coal in the acreage. As of May 1974, approxi- 
mately 60,000 acres have been explored, and it appears that such 
acreage contains proven reserves of 324,177,000 tons of recoverable 
steam coal, of which approximately 233,000,000 tons have an average 
sulphur content of 0.85%. 

CG has entered into several agreements, subject to our approval, 
with a non-associate, The Carter Oil Company (“Carter”), a sub- 
sidiary of Exxon Corporation. One of these agreements provides for 
an exchange of an undivided one-half interest in approximately 43,000 
acres of CG’s West Virginia land for an undivided one-half interest 


2Holding Company Act Release No. 18660 (November 15, 1974), 5 SEC Docket 510. 
2 Holding Company Act Release No. 16968 (January 18, 1971). 
3 Holding Company Act Release No. 18748 (December 31, 1974), 6 SEC Docket 21. 


45 S.E.C.—35 18749 671 
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in approximately 35,000 acres of Carter’s high-sulphur (about 2.8%) 
coal lands in southern Illinois, It is estimated that the coal interests 
in the lands to be exchanged each contain about 200 million tons of 
recoverable coal. It is stated that the exchange agreement represents 
an arm’s-length transaction which CG negotiated with Carter, and 
independent mining engineers and geologists, who were retained by 
CG, have reviewed the transaction and concluded that the exchange 
was fair to CG. 

Companion and related agreements provide for the development of 
the West Virginia reserves involved in the exchange, pursuant to 
which Carter’s subsidiary, Monterey Coal Company, will design, de- 
velop and operate two deep mines, each with an annual capacity of 
2.2 million tons of coal. It is anticipated that commercial production 
from one of the mines will commence in 1976, reaching design capacity 
in 1978. The Illinois reserves will be held in their entirety for use ex- 
clusively as feedstock for coal gasification when such use becomes 
technically and economically feasible. 

It is estimated that to develop and operate the West Virginia mines 
will require capital funds of approximately $96,000,000, which will be 
supplied in equal proportion by Carter and CG. CG will provide its 
share of the funds over the next six to seven years, as shown below: 


1974 to 1975 
1976 to 1977 
1978 to 1980 


Columbia will supply these funds by purchasing CG’s long-term 
notes (“Notes”) and its common stock. In the aggregate, but not 
necessarily in any one year, Columbia’s total investment will consist of 
50% in Notes and 50% in common stock. Columbia will finance this 
investment from its general funds, including proceeds of public offer- 
ings of its own securities to finance the overall capital requirements 
of the Columbia system. 

The principal amounts of each of the Notes will be payable in 20 
equal annual installments, beginning on March 31 of the fifth year 
after the date of issuance. Each Note may be prepaid in whole or in 
part, without penalty, at any time. The interest rate on the Notes 
will be determined by actual cost of money to Columbia on its last 
prior sale of debentures or preferred stock, or both, decreased by an 
amount necessary in order that the interest rate be a multiple of 
49 of 1%. 

CG proposes initially to issue and sell, from time to time through 
December 31, 1975, up to $11,000,000 of its securities to Columbia. The 
balance of the required financing will be the subject of future appli- 
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cations to the Commission. CG is not a public utility company as 
defined in the Act. CG, as a non-utility company, is acquiring the 
Illinois coal reserves for coal gasification which, if feasible, will aug- 
ment the gas supply of the Columbia system. Coal gasification and the 
Illinois coal reserves which are intended for that program are thus 
functionally related to the gas utility business of the Columbia 
system. As such the proposal meets the standards of Section 11(b) (1), 
and may therefore be approved under Section 10(c) (1) which makes 
applicable thereto the standards of Section 11. We also find that the 
requirements of Section 10 are met in other respects as well. 

The agreement with respect to the Illinois reserves also provides 
that after a specified number of years Carter and CG may enter into 
an alternate mining agreement if CG should conclude that the coal 
mined therefrom is not feasible or necessary for the production of 
pipeline quality gas. It also provides for the partition of the Illinois 
coal lands in the event no such alternative agreement is reached within 
the time prescribed. Read literally, these provisions would permit CG 
to undertake any commercial venture for mining and selling the coal 
if coal gasification should not be feasible or needed. 

The possibility that the Illinois coal reserves may be developed and 
mined for purposes other than toward production of pipeline quality 
gas is a contingency that we necd not consider at this time. If for any 
reason the Illinois coal will not be employed for the purpose now in- 
tended, we expect to be notified promptly of that decision, and we 
shall then reconsider the acquisition that we are now asked to approve. 
Our order approving the proposed transactions thus should be read 
and understood in light of these observations. 

In the case of the West Virginia coal reserves subject to the ex- 
change agreement, CG also proposes to engage in the production and 
commercial sale of coal. Under the agreements with Carter, the latter’s 
wholly-owned subsidiary will develop and operate these coal proper- 
ties, and CG, which will supply one-half of the costs and expenditures, 
will sell its entitlement from the mines to utility and industrial users. 
Columbia and CG request the requisite approvals and authorizations 
for that purpose, including authorization to finance this business 
undertaking. 

Columbia and CG assert that the proposals relating to the West 
Virginia coal properties meet the functional test prescribed by Section 
11(b) (1) for other or non-utility businesses. They state that the Co- 
lumbia system has been engaged in substantial efforts, including coal 
gasification, to develop and acquire additional gas supplies, and that 
the proposed arrangements with respect to the coal properties in West 


4See Michigan Consolidated Gas Co. v. 8.E.C., 444 F. 2d 913, 916-917 (C.A.D.C. 1971). 
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Virginia will provide an additional source of revenues and earnings 
needed by the Columbia system to mect its vast capital requirements. 
They state also that to use low sulphur coal for gasification, when coal 
with a higher content will do as well, would be economically wasteful 
and that the proposed arrangement for developing and mining the 
West Virginia coal would provide utility and industrial users low 
sulphur coal that is in high demand. They also suggest that if the 
pending proposals are not in full accord with past interpretations, the 
present “energy crisis” should permit a more flexible approach under 
Section 11(b) (1). 

We cannot accept so sweeping a construction of the “other business” 
clauses of Section 11(b) (1). Neither the need for additional revenues 
and earnings nor the “energy crisis” permit us, even for an urgent and 
public need, to trespass beyond the bounds Congress prescribed in 
Section 11(b) (1) for a registered holding company.* But is is not nec- 
essary for present purposes to explore or define the outer limits of 
Section 11(b) (1) with respect to non-utility businesses. Our decision 
to permit the transactions involved in this proceeding, as we explain 
below, rests upon much narrower considerations than are presented 
to us. 

The 300,000 acres of the West Virginia properties, now under lease 
to CG, were acquired more than 60 years ago, and over the years the 
Columbia system has obtained substantial amounts of natural gas from 
these properties. The status under Section 11(b) (1) of the coal re- 
serves in these properties was not considered by us in the prior Section 
11(b) (1) proceeding with respect to the Columbia system. In their 
unmined state, these reserves did not present to us the urgent problems 
that then required our attention.* Technological changes since the lands 
were acquired can open their use for coal gasification, but the low sul- 
phur content of the coal, as judged by tests thus far made, appear to be 
much more attractive to industries that require coal of that quality. 

The technology which Columbia proposes for converting coal into 
pipeline quality gas is in the experimental stage. Columbia, which is 
participating in that research, believes that economical coal gasifica- 
tion may not be achieved before the early years of the next decade. It 
estimates that about 6 million tons of coal per year will be needed for 
a plant to produce daily 250,000 mef of pipeline quality gas. The 
Illinois coal reserves, which CG is to acquire from Carter, will be held 
for feedstock for coal gasification, and CG expects to realize substan- 
tial savings by using the Illinois coal for that purpose. If coal gasifica- 
tion should eventually become an important source for pipeline gas, 


5 See Michigan Consolidated Gas Oo., supra. 
® Columbia Gas & Electric Corp., 17 S.E.C. 494 (1944). 
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Columbia’s management believes it is essential now to acquire exper- 
tise in the economics and technology of coal production. To that end 
CG plans to establish a permanent staff of engineers and accountants 
to review, on a continuing basis, all phases of the West Virginia min- 
ing operations subject to the operating agreement with the Carter 
subsidiary. CG will not need a selling organization to market its coal. 
CG’s share of coal production will be sold under long-term contracts, 
and shipments to the purchasers will be made by the Carter subsidiary 
as directed by CG. 

We conclude that under the special and unique circumstances we 
have noted we may approve and authorize the transactions proposed 
in this proceeding. We note too that CG’s share of expenditures, total- 
ing about $48,000,000 during the next six or seven years, is about 2.8% 
of the projected annual capital expenditures of the Columbia system 
for 1974, and less than 1% of the system’s estimated capital require- 
ments for 1974-1983. 

Considered in the factual context we have described, our decision 
today creates no precedent of broad or general applicability. Nor do 
we imply that we would look with favor upon another round of like 
proposals. 

It appearing that the applicable standards of the Act are satisfied, 
subject to the caveats and observations we have noted, 


IT IS ORDERED, pursuant to the applicable provisions of the Act 
and rules thereunder, that said application-declaration be, and it 
hereby is, granted and permitted to become effective forthwith, sub- 
ject to the terms and conditions prescribed in Rule 24 promulgated 
under the Act, except that notifications required under said rule may 
be filed on a quarterly basis. 

By the Commission. 





IN THE MATTER OF 
UTAH POWER & LIGHT COMPANY 


File No. 3-4392. Promulgated January 31, 1975 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


This proceeding relates to a plan of Utah Power & Light Company 
(“Utah”), a registered holding company, filed pursuant to Section 11 
(e) of the Public Utility Holding Company Act of 1935 (“Act”) and 
other applicable provisions and rules thereunder, especially Sections 
5(d) and 12(d) and Rule 44. The Section 11(e) plan has been sub- 
mitted by Utah to comply with the Commission’s order of October 9, 
1974 1 requiring Utah and its sole subsidiary, The Western Colorado 
Power Company (“Western”), to take the necessary steps for the di- 
vestiture of their interests in the electric utility properties of Western 
pursuant Section 11(b) (1). Utah had previously consented to that: 
order. 

The plan proposes a two-step divestiture. Utah states that for tax 
reasons it will acquire the assets and assume the liabilities of Western, 
said liabilities totalling about $7,410,000 as of December 31, 1974, Utah 
will immediately sell the electric utility properties of Western to the 
Western Colorado Power Agency (“Power Agency”), a joint venture 
unaffiliated with Utah composed of Colorado-Ute Electric Association, 
Inc., Delta-Montrose Rural Power Lines Association, San Miguel 
Power Association and LaPlata Electric Association. Resolutions au- 
thorizing the proposed merger and sale have been approved by the 
boards of directors of Utah and Western. 

The sale price of the Western properties will be the net book value 
of the properties being sold adjusted to the date of the closing. As of 
December 31, 1974, the net book value of those properties and the sale 
price would have been $19,524,885. Utah will receive as payment cer- 
tain electric utility properties of San Miguel Power Association, a 
Power Agency member, located in the state of Utah valued at San 
Miguel’s actual net book value and the balance in cash. The property 
to be acquired by Utah is estimated at about $750,000 in value. 


1 Holding Company Act Release No. 18599 (October 9, 1974), 5 SEC Docket 254. 
45 S.E.C.—35——18794 
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Utah, a Maine corporation, conducts electric utility operations 
throughout a major part of the State of Utah and, to a lesser extent, 
in portions of Idaho and Wyoming. Western, the sole subsidiary 
company of Utah, operates an electric utility system entirely within 
the State of Colorado. As of July 31, 1974, Western had a total utility 
plant of $25,212,901, and Utah’s comparable utility plant was 
$790,139,443. 

A notice of the amended plan was issued (Holding Company Act 
Release No. 18599, supra) and a hearing was held on October 29, 1974. 
No one sought to intervene at the hearing and no objections to the plan 
have been filed. 

We find, pursuant to Section 11(e), that the plan is necessary to 
comply with Section 11(b). Our order under Section 11(b) directed 
Utah to divest its interests in the electric utility properties of Western, 
and the proposed sale to Power Agency does that. 

We also find under Section 11(e) that the plan is “fair and equita- 
ble” to Utah and its shareholders. The purchase price, estimated as 
of December 31, 1974, at $19,524,885, represents the net book value 
(computed according to a accounting principles prescribed by the 
Federal Power Commission and the Colorado Public Utilities Com- 
mission) of the electric utility assets of Western. The electric utility 
properties to be acquired by Utah are similar in character and valued 
on a comparable basis. This price was determined as the result of 
arm’s length negotiations between two unafiiliated parties. 

Utah will retain certain undeveloped lands now owned by Western, 
for which Utah has alternative uses. The electric utility properties to 
be transferred to Utah are not presently interconnected with the Utah 
system. However, plans have already been developed to establish the 
necessary interconnections and fully integrate these properties into 
Utah’s system. We conclude that Utah’s acquisition of the electric 
properties tends toward the economical and efficient development of 
an integrated public utility system. 

The sale of the Western assets is subject to Section 12(d) of the Act 
and Rule 44 promulgated thereunder, including the requirement that 
competitive conditions shall be maintained with respect to the sale. 
On February 19, 1974, Utah received in general form the offer of 
Power Agency for the Western properties. Utah then solicited expres- 
sions of interest from other possible purchasers by individual letters 
and by advertisements. Approximately sixty persons and organizations 
expressed interest in acquiring Western’s properties, and Utah sent 
additional pertinent information to them. Throughout the prebidding 
period Utah provided the same basic information to all who continued 
to have a serious interest in the Western properties. Utah then con- 
ducted three rounds of competitive bidding and it finally selected 
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Power Agency’s bid as best of three offers. We conclude that Utah 
maintained competitive conditions in effecting the sale of Western’s 
electric utility properties and in choosing Power Agency as the suc- 
cessful bidder. 

Pursuant to Utah’s request, upon notification that the transactions 
contemplated by the plan have been consummated, an order will be 
entered under Section 5(d) of the Act declaring that Utah has ceased 
to be a holding company under the Act and that its registration as 
such under the Act is terminated. 

Utah has requested that our order entered herein recite that each 
of the transactions, exchanges, sales and investments proposed in the 
plan are necessary or appropriate to effectuate the provisions of Sec- 
tion 11(b)(1) of the Act, in accordance with the requirements of 
Sections 1081 through 1083 of the Internal Revenue Code of 1954, as 
amended. This request will be granted. 

The record is incomplete with regard to fees and expenses to be 
incurred in connection with the proposed transactions. The respective 
regulatory Commissions of Utah, Wyoming, Colorado and Idaho have 
approved various portions of the transactions to the extent of their 
respective jurisdictions. An application to transfer certain licenses 
has been filed with the Federal Power Commission ; that Commission’= 
order will be filed by post-effective amendment. 

The Commission having considered the record and having concluded 
that the plan, as amended, is necessary to effectuate the provisions of 
Section 11(b) (1) of the Act and is fair and equitable to the persons 
affected thereby; and that Utah maintained competitive conditions 
in the bidding and proposed sale of the Western utility properties, as 
required under Section 12(d) of the Act; 

IT IS ORDERED, pursuant to Section 11(e) of the Act, that said 
plan, as amended, be, and it hereby is, approved; and 

IT IS HEREBY DETERMINED AND ORDERED that each of 
the transfers, sales, exchanges, expenditures and investments described 
in subparagraphs I and IT below is necessary or appropriate to the 
integration or simplification of the holding company system of which 
Utah is a member, and to the effectuation of the provisions of Section 
11(b) of the Act, and that each such transaction is hereby authorized, 
approved and directed ; that the sale and transfer described in subpara- 
graph I below is ordered to be consummated within 180 days from the 
date of this Order; and that the expenditures or investments described 
in subparagraph II below are ordered to be made within 24 months 
of such sale and transfer. The transactions to which this Order relates. 
the assets which are to be transferred, sold, and exchanged, and the 


expenditures or investments which are to be made, are specified and 
itemized as follows: 








UTAH POWER & LIGHT COMPANY 679 


I. Utah Power & Light Company shall sell and transfer to The 
Western Colorado Power Agency the physical facilities and all certifi- 
cates, contracts, franchises, leases, licenses, rights of way, appurtenant 
water rights and all other valuable possessory and nonpossessory rights 
and privileges which are held by The Western Colorado Power Com- 
pany and which are used by it in generating, transmitting and distrib- 
uting electricity in the stat. of Colorado (to be received by Utah 
Power & Light Company upon the liquidation of The Western Colo- 
rado Power Company into Utah) in exchange for cash in the amount 
of approximately $18,500,000 and the physical facilities and all certifi- 
cates, contracts, franchises, leases, licenses, rights of way and all other 
valuable possessory and nonpossessory rights and privileges which are 
held by San Miguel Power Association in the state of Utah and which 
are used by it in the transmitting and distributing of electricity in the 
state of Utah and which have a net book value of approximately 
$750,000. 

II. An amount equal to the amount in cash received by Utah Power 
& Light Company upon the sale and transfer of such assets of The 
Western Colorado Power Company, as hereinabove ordered, shall be 
expended or invested by Utah Power & Light Company in the con- 
struction of its Huntington Generating Station Unit No, 2 and related 
transmission facilities. 

IT IS FURTHER ORDERED that jurisdiction be, and it hereby 
is, reserved to enter an order pursuant to Section 5(d) of the Act upon 
notification to the Commission that the sale of the Western utility 
properties has been consummated. 

IT IS FURTHER ORDERED that jurisdiction be, and it hereby 
is, reserved with respect to fees and expenses to be incurred in connec- 
tion with the proposed transactions. 

IT IS FURTHER ORDERED that jurisdiction be, and it hereby 
is, reserved to take such action or enter such further orders as may be 
appropriate to carry out the provisions of Section 11(b) and the plan 
approved herein. The order herein shall not affect the jurisdiction of 
any other agency with respect to rates and accounting. 

By the Commission. 

















IN THE MATTER OF 
CENTRAL AND SOUTH WEST CORPORATION 
File No. 70-5575. Promulgated February 8, 1975 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


Central and South West Corporation (“CSW”), a registered hold- 
ing company, filed a declaration and amendments thereto pursuant to 
Sections 6(a) and 7 of the Public Utility Holding Company Act of 
1935 (“Act”) with respect to the sale of 4,300,000 shares of its common 
stock, par value $3.50 per share, by public offering through under- 
writers. In its initial filing on November 4, 1974, CSW also requested 
an exception from the competitive bidding requirements of Rule 50. 
This request became moot when on November 7 we announced the 
temporary suspension of competitive bidding for such issues.* 

Notice of the proposed financing was issued pursuant to Rule 23 and 
was published on November 18.? The notice stated that the stock was 
expected to be offered for sale on or about January 30, 1975, and set 
December 10, 1974, as the last day for a request for a hearing thereon. 
No timely request for hearing or other objection was filed. 

The stock is to be purchased by an underwriting group for which 
Morgan Stanley & Co., Inc., Merrill Lynch, Pierce, Fenner & Smith, 
Inc., and Solomon Brothers are managers, and will be reoffered to the 
public on February 4, 1975. The public offering price and the under- 
writers’ commission will be based on the closing New York Stock Ex- 
change prices for CSW shares on February 3. At present market 
prices about $69,000,000 in gross proceeds would be obtained from the 
offering. 

Net proceeds of the sale of the stock will be used for the payment of 
short-term borrowings, including $42,000,000 of commercial paper 
maturing February 11. The balance of the proceeds wi!l be applied to 
the purchase of additional shares of common stock of three of CSW’s 
four electric utility subsidiary companies. An application is pending * 
for authority to supply the following amounts of equity capital to the 
1 Holding Company Act Release No. 18646 (November 7, 1974), 5 SEC Docket 417. 


* Holding Company Act Release No. 18662 (November 18, 1974), 5 SEC Docket 512. 
* Holding Company Act Release No. 18761 (January 8, 1975), 6 SEC Docket 60. 


45 S.E.C.—35. 18800 
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subsidiaries to finance in part their respective 1975 construction 
budgets. 





Proposed 1975 
Equity Construction 
Investment Budget 


Central Power and Light Company (CPL) 
Public Service Company of Oklahoma (PSO) 
Southwestern Electric Power Company (SEP) 


$75, 035, 000 
54, 509, 000 
74, 734, 000 


204, 278, 000 





On January 23, 1975, six wholesale customers of PSO (“petition- 
ers”) filed a petition to intervene, a request to consolidate this pending 
financing with other matters and a request for oral argument. CSW’s 
reply, filed on January 28, opposed all petitioners’ requests. 

Petitioners complain of the arrangements in a power pool in Texas, 
of which two of CSW’s subsidiaries are members, which does not per- 
mit any direct or indirect flow of energy across the boundaries of Texas. 
They allege that these arrangements have a significant effect on the 
costs of PSO, the CSW subsidiary of which they are customers. They 
contend that this practice is contrary to the requirements of Section 
11(b) (1) of the Act, which contemplates that the CSW system be 
operated as a single interconnected and coordinated system. They have 
requested that the Commission institute proceedings under the Act 
against CSW and against other unaffiliated members of the power 
pool, apparently with the goal of making its energy available to PSO. 

Petitioners seek to relate their contentions to this financing by assert- 
ing that, if the ultimate relief they seek is granted, CSW’s capital needs 
and the construction requirements of its subsidiaries would change. 
But CSW, as a registered holding company, has a current continuing 
obligation to provide electric service through its subsidiaries. This 
obligation cannot be suspended pending consideration of novel and far- 
reaching contentions that extensive changes in the existing pattern of 
electric supply in this area required under the Act. The proceeds of the 
proposed stock will be applied to the repayment of short-term borrow- 
ings routinely made in anticipation of this annual common stock 
financing, and to supply additional equity capital to CSW’s operating, 
electric utility company subsidiaries. We hold petitioners’ objections 
irrelevant, without implying any opinion, either factual or legal, on the 
merits of their contentions relating to PSO’s access to electric energy 
from Texas. 

When the Act was adopted in 1935, few, if any, holding companies 
were in compliance with the requirements of Section 11(b), and it 
was contemplated that compliance therewith would be a prolonged 
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process. The other regulatory sections of the Act were drawn to apply 
concurrently and independently of Section 11. In administering the 
Act, financing was regularly authorized on the basis of the needs of 
the system as it existed. The Act did not contemplate that the required 
authorization of necessary financing under Sections 6 and 7 would be 
used as a vehicle to obtain concessions with respect to questions under 
Section 11 whenever this appeared to be tactically advantageous. Sec- 
tion 11 contains its own procedural and enforcement provisions. 

Petitioners filed a separate complaint last year requesting, among 
other things, that we reconsider our finding* that CSW is a single 
integrated electric utility system. Our staff has been engaged in a study 
under Section 11(a) of the relevant operations to provide the under- 
lying data for a meaningful decision with respect to a processing to 
determine if the conditions upon which our prior Section 11(b) order 
was predicated no longer exist. 

The petition for intervention in this proceeding was filed about six 
weeks after the notice period had expired. Petitioners do not explain 
the cause of the delay but state that their objections should be con- 
sidered because the sale of the CSW stock was scheduled for the first 
week in February. 

Public financing, particularly under present circumstances, is a 
critical and complex matter. It calls for extensive preparation by the 
issuer and underwriters. Any last minute disruption of the scheduled 
offering may have serious consequences. Tardy objections create an 
administrative emergency, which our rules are designed to avoid. It is 
necessary, therefore, to enforce the time limits established by Rule 23. 
Under the circumstances we will deny the request made out of time to 
intervene in this proceedings. 

Petitioners also object to certain fuel procurement activities of PSO, 
including several oil and gas ventures with non-affiliates. PSO has 
filed with us an application for approval of these ventures (File No. 
70-5601). Petitioners’ objections should be resolved in that proceeding 
to the extent that they are directed to matters within our jurisdiction. 
The Act does not given us plenary authority over each and every con- 
tract of operating subsidiaries with non-affiliates. Nor can our statutory 
jurisdiction be extended in the guise of conditions attached to the com- 
mon stock offering by CSW. 

It is stated that no state commission and no federal commission, 
other than this Commission, has jurisdiction over the proposed trans- 
action. Fees and expenses estimated at $150,000 are expected to be in- 
curred in connection with the proposed transaction, including legal 
fees of $38,000 and accountants’ fees of $15,000. 


«The Middle West Corporation, 18 S.E.C, 296 (1945). 
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We find that the applicable standards of the Act and the rules there- 
under are satisfied, subject to the reservation of jurisdiction ordered 
below: 

IT IS ORDERED, accordingly, pursuant to the applicable pro- 
visions of the Act and rules thereunder, that said decliuration, as 
amended, be and it hereby it permitted to become effective forthwith, 
subject to terms and conditions prescribed in Rule 24 promulgated 
under the Act. 

IT IS FURTHER ORDERED that the request by petitioners for 
intervention, consolidation and oral argument be, and it hereby is, 
denied. 

IT IS FURTHER ORDERED that jurisdiction be, and it hereby 
is, recerved over the terms and conditions of the proposed sale of the 
stock, including the price to CSW and the underwriters’ compensation. 

By the Commission. 





IN THE MATTER OF 
NEW ENGLAND ELECTRIC SYSTEM 
EASTERN UTILITIES ASSOCIATES 


BOSTON EDISON COMPANY 
EASTERN ELECTRIC ENERGY SYSTEM 


File No. 38-1698. Promulgated February 4, 1975 
Public Utility Holding Company Act of 1935 


ACQUISITION OF ASSETS AND SECURITIES 
Acquisitions Generally—Applicable Standards 


Where two registered holding companies and operating electric utility company 
applied for approval of their plan to affiliate as components of a single registered 
holding company which would be by far the largest electric system in a well- 
defined area and have about 40% of area’s electric sales, revenues, customers 
and generating capacity, held, application denied, since showing made of resultant 
economies and efficiencies inadequate to justify an affiliation of the magnitude 
proposed. 


APPEARANCES: 


George H. Lewald, Allen O. Eaton and Thomas G. Dignan, Jr., of 
Ropes and Gray, for applicants. 

Richard B. Dunn and James M. Carroll, for New England Electric 
System. 

Malcolm D. Perkins and John P. Weitzel, of Herrick, Smith, Don- 
ald, Farley & Ketchum, and Victor H. Kazanjian, for Boston Edison 
Company. 

Andrew M. Wood, of Gaston, Snow, Motley & Holt, for Eastern 
Utilities Associates. 

George Spiegel and James F. Fairman, Jr., and Worth Rowley, of 
Rowley & Scott, for Municipal Electric Association of Massachusetts, 
et al. 

Kenneth C, Anderson, Joseph J. Saunders and Milton J. Grossman, 
for the Department of Justice, Antitrust Division. 

Aaron Levy, R. Moshe Simon, Thomas M. McHugh, Jr. and John D. 
Elisworth, for the Division of Corporate Regulation of the 
Commission. 

45 S.E.C.—35——18801 
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FINDINGS AND OPINION OF THE COMMISSION 


New England Electric System (“NEES”) and Eastern Utilities As- 
sociates (““EUA”), registered public-utility holding companies, and 
Boston Edison Company (“BECO”), an operating electric utility 
company, seek authority under the Public Utility Holding Company 
Act to affiliate as components of a single registered holding company. 
To achieve the proposed affiliation, the companies have organized 
Fastern Electric Energy System (“EEES”) which would acquire all 
of the assets of NEES and EUA and assume all of their liabilities in 
exchange for shares of its common stock, and would offer its stock to 
BECO shareholders pursuant to an invitation for tenders. NEES and 
EUA would distribute their EEES shares to stockholders and be dis- 
solved, and BECO would become an EEES subsidiary. 

Following extensive hearings, in which the Department of Justice 
and a group of Massachusetts municipalities participated in opposition 
to the proposed affiliation, an initial decision was submitted by the 
administrative law judge. He concluded that the companies’ applica- 
tion should be granted subject to certain conditions giving all other 
New England utility systems the right to participate in the ownership 
or output of major new EEES generating units. Jurisdiction was 
reserved over the implementation of the conditions and with respect 
to certain other matters including the fairness of the proposed ex- 
change ratios for EEES stock. We granted petitions for review of the 
initial decision filed by applicants, the Department of Justice, the 
Massachusetts municipalities and our Division of Corporate Regula- 
tion, each of whom excepted to various of the administrative law 
judge’s findings and conclusions.’ 


I. DESCRIPTION OF COMPANIES INVOLVED 


NEES, a Massachusetts business trust, is the largest of the three 
companies involved in the proposed affiliation. Its operations are con- 
ducted through a wholesale generating and transmission subsidiary 
(“NEPCO”) ; three retail electric subsidiaries, Massachusetts Electric 
Company, The Narragansett Electric Company (in Rhode Island) 
and Granite State Electric Company (in New Hampshire) ; and a 
service company, New England Power Service Company. Through 
NEPCO, it owns 30%, 15%, 20% and 20%, respectively, of the 
Yankee-Rowe, and Connecticut, Vermont, and Maine Yankee nuclear- 
fueled electric generating plants, and has joined with other members 
of the New England Power Pool in planning several new nuclear gen- 
erating units.” 

1 Briefs were filed with us, and we heard oral argument. Our findings are based on an 


independent review of the record. 


2NEES completed the sale of its gas properties in 1973 pursuant to the order of this 
Commission. 
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NEES provides electricity to about 1,000,000 ultimate electric cus- 
tomers and 76 wholesale customers in a 4,534 square mile area covering 
substantial portions of Massachusetts and Rhode Island and relatively 
smaller areas of New Hampshire and Vermont. The system has ap- 
proximately 1,100 miles of major transmission lines and is connected 
with BECO and EUA, For the calendar year 1973, NEES had total 
operating revenues of $410.4 million, of which $404.7 million was 
derived from the sale of electric energy. As of the end of that year, 
the system’s gross property and plant aggregated over $1.5 billion. 

BECO, a Massachusetts corporation, is a fully-integrated operating 
utility company engaged in the generation, transmission and sale of 
electricity in the Boston metropolitan area.? The company supplies 
electricity at retail to over 500,000 ultimate electric customers in a 
densely populated area of 587 square miles encompassing Boston and 
40 cities and towns within a 30-mile radius. In addition to its retail 
sales, BECO sells at wholesale to several municipal light departments 
and NEPCO, and supplies bulk power to other New England utilities 
on both a long and short-term basis. The company has nuclear generat- 
ing facilities of its own and owns a 9.5% interest in both the Yankee- 
Rowe and Connecticut Yankee plants. For the calendar year 1973, 
BECO had total operating revenues of $318.7 million, of which $305.2 
million was derived from electricity. As of December 31, 1973, its gross 
property and plant totaled about $1.3 billion, over 97% of which repre- 
sented electric property and plant. 

EUA, a Massachusetts voluntary association, supplies electricity 
through three subsidiaries, Blackstone Valley Electric Company, 
Brockton Edison Company and Fall River Electric Light Company, 
in a 5388 square mile area of southeastern Massachusetts and northern 
and eastern Rhode Island. It serves about 213,000 ultimate electric 
customers and sells wholesale power to 12 electric utilities, including 
two municipal electric departments. Through its generating and trans- 
mission subsidiary, Montaup Electric Company, it owns 4.5% of 
Yankee-Rowe and Connecticut Yankee, 4% of Maine Yankee and 
2.5% of Vermont Yankee. For the calendar year 1973, EUA had total 
electric operating revenues of $84.9 million and, as of De- 
cember 31, 1973, gross utility plant of about $244.8 million. 

EEES would combine the installed generating capacity of the 
second, third and seventh largest systems in New England and wouid 
control nearly 40% of total New England generating capacity. The 
record contains the following table comparing the relative positions 
of the largest investor-owned utilities in the New England area: * 


3 BECO also generates and sells steam. 

4Although these figures date from 1968, the companies’ relative positions have not 
altered significantly since that time. As of the end of 1968, investor-owned utilities owned 
97% of New England’s total installed generating capacity. 
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Annual Number of Annual KW Net 
Revenues Customers KWH Sales Capacity Generation 
(millions) (thousands) (millions) Name-Plate (millions 

(thousands) of KWH) 


Northeast Utilities 12, 004 2,517 12, 839 
New England Electric System 9, 340 1, 748 8, 236 
Boston Edison f f 6, 005 1, 982 9, 082 
United Illuminating 3, 507 3, 480 
Central Maine Power 3, 096 3, 480 


2, 375 3, 474 

Eastern Utilities Associates 1, 942 1,815 

New England Gas & Electric Assn_- d 1, 837 1, 850 
Central Vermont Public Service 

972 205 

Bangor Hydro-Electric Company--- 696 569 

Green Mountain Power Corp 543 129 





Giving effect to the EEES affiliation would produce the following 
picture : 


Annual Number of Annual KW Net 
Revenues Customers KWH Sales Capacity Generation 
(millions) (thousands) (millions) Name-Plate (millions 

(thousands) of KWH) 


$419 1,612 17, 287 4, 088 19, 133 

247 873 12, 004 2,517 12, 839 
United Illuminating 66 238 3, 507 920 3, 480 
Central Maine Power 288 3, 096 3, 480 
Public Service Co. of New Hamp- 

PGs cS oassconeusceese secs pace f 2,375 é 3, 474 
New England Gas & Electric Assn-_- 1, 837 1, 850 
Central Vermont Public Service 

972 205 

Bangor Hydro-Electric Company- -- 696 569 
Green Mountain Power Corpora- 

MMet ees cy ee ieee ce ctuckcamccae 42 543 83 129 





Thus EEES would be by far the largest electric system in New 
England. It would have about 40% of the area’s electric sales, revenues 
and customers. And it would occupy a dominant position in the New 
England Power Pool (“NEPOOL”). 

The NEPOOL agreement, which has been signed by most of the 
electric companies in the area and accepted for filing as a rate schedule 
by the Federal Power Commission,’ is an attempt to resolve regional 


5 Docket No. E-7690 (September 21, 1972). The Commission stated, ‘““The NEPOOL Agree- 
ment represents the consensus of opinion of systems providing approximately 95% of all 
the capacity and energy furnished and consumed in a six state area. The participants to 
the Agreement have subordinated some of their own self-interest objectives in order to 
achieve a workable pooling arrangement for their own benefit and for the benefit of the 
whole geographical area involved.’”’ 
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energy problems through cooperative effort. The objectives of 
NEPOOL, as set forth in the agreement, are: 


“Through joint planning, central dispatching, cooperation in environmental 
matters and coordinated construction, operation and maintenance of electric 
generation and transmission facilities owned or controlled by the Partici- 
pants and through the provision of a means for more effective coordination 
with other power pools and utilities situated in the United States and 
Canada, 


“(a) to assure that the bulk power supply of New England and any 
adjoining areas served by Participants conforms to proper standards 
of reliability, and 


“(b) to attain maximum practicable economy, consistent with such 
proper standards of reliability, in such bulk power supply and to pro- 
vide for equitable sharing of the resulting benefits and costs.” 

The administration, enforcement and interpretation of this agree- 
ment are entrusted to NEPOOL’s management committee. Among 
other things, that committee reviews each participant’s plans for major 
new generation and transmission facilities. It recommends additions to 
and changes in such facilities, or sales to or purchases of power from 
non-participants, to meet the reliability standards it is empowered to 
establish. And it has authority over the affiliated New England Power 
Exchange which schedules and coordinates the day-to-day operations 
of the participants’ bulk power supply facilities, The NEPOOL agree- 
ment is now operational. It is already an integral part of the region’s 
electric energy program.® 


II. APPLICABLE STATUTORY STANDARDS 


Section 10(c) (2) of the Act directs us to disapprove the proposed 
application unless we can affirmatively find that it “will serve the 
public interest by tending towards the economical and efficient devel- 
opment of an integrated public-utility system.” A showing of econ- 
omies and efficiencies by virtue of the affiliation is therefore required.’ 
The principal issue raised under Section 10(c) (2) is whether appli- 
cants have met their burden of showing the requisite economies and 
efficiencies. 

Under the direction of three officials of applicants, one of whom was 
Francis M. Stazesky, executive vice-president of BECO, 22 task forces 
drawn from applicants’ employees were set up to compute savings that 
would result from the affiliation in various areas of applicants’ busi- 


® Applicants’ brief notes, “... [I]t is an objective of the Agreement that each participant 
shall have the opportunity to meet its future capability responsibilities from pool planned 
units. And in line with the current regional planning to implement pool generation expan- 
sion programs proposed for 1976 through 1979, regional offerings on a pro rata basis 
have already been made. Private systems proposing the pool planned units to be installed 
in 1977, 1978 or 1979 have offered at least 30% of each unit available on a nondiscrimina- 
tory basis to other systems for joint ownership.” 

7 Union Electric Company, 45 S.E.C. 489, 493 (1974), appeal pending sub nom. City of 
Cape Girardeau v. 8.E.C. (C.A.D.C. No. 74-1590). 
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ness. Potential savings were divided into three classes. Stazesky testi- 
fied that Class I savings were those which were felt to be “assured of 
realization and which [were] capable of being reasonably accurately 
estimated,” while Class II comprised savings which “would appear to 
be within grasp, but the assurance is less, and the degree of accuracy in 
calculating them is less.” Class III was reserved for expected savings 
on which no fixed dollar amount could be placed. Total projected Class 
I savings were $5,543,000 annually by the fifth year after affiliation, and 
$9,050,000 annually by the tenth.® 

Slightly more than $2,000,000 of the $9,000,000 annual Class I sav- 
ings forecast by the tenth year after affiliation were derived from con- 
solidated purchasing of items classified as “general material and sup- 
plies.” To determine what savings could be realized in this area, 97 out 
of approximately 4,000 items in general use by NEES, BECO and the 
constituent companies of EUA (each of which has a separate purchas- 
ing department) were selected as a representative sample. The av- 
erage cost of each item in each company’s inventory at the time was 
used as that company’s “unit price” for the item, and each company’s 
annual usage of the item was determined from its requisitions for the 
calendar year 1967. Savings were then calculated on the basis of the 
lowest unit price for any company in the manner shown by the follow- 
ing example dealing with item 33, “photocontrol” : 


Company Annual usage Unit price Savings 


$7. 014 $57, 266. 00 





Total savings 4 $69, 568. 55 


The total savings figure for the 97 items was extrapolated to reach a 
grand total of expected annual savings on purchases of all items in 
the “general material and supplies” category. Stazesky reduced this 
total by an arbitrary 25% “to assure conservatism.” 

There are serious problems with applicants’ calculations, First, since 
unit price was based on average inventory cost, differences in unit 
price could merely reflect the fact that the companies purchased their 
inventories of a particular item at different times, and therefore paid 
the different prices then prevailing. Second, Stazesky admitted that, 
while all of the 97 items selected had the same end use, their specifica- 
tions were not necessarily the same, so that the various prices paid for 
an item might simply reflect differences in quality. Finally, although 


5 Total projected Class II savings were $2,989,000 annually by the tenth year after 
affiliation. 


246-829 0 - 79 - 45 
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the task force report on general material and supplies stressed the 
expectation that savings would result after affiliation from purchasers 
in bulk, in about 40% of the items studied largest annual usage did not 
coincide with lowest unit price. 

Applicants agree that the evidence does not support the proposition 
that bulk or volume purchasing after affiliation will result in savings. 
Instead, they point to Stazesky’s testimony that savings in the pro- 
jected amount can be achieved from shared expertise in purchasing 
and standardization of items purchased. It may be that savings will be 
achieved in that manner. But the evidence does not support the $2 
million annual figure projected by applicants or any dollar figure.® 

Our staff attacks the remaining $7,000,000 of “assured” annual sav- 
ings after 10 years as a “massive conjecture.” It points out, and the 
hearing officer recognized, that the proposed reorganization will be a 
formidable task. But applicants made no adjustment in projected sav- 
ings for the cost of putting that program into effect. In addition, a 
large percentage of the $7,000,000 is accounted for by proposed reduc- 
tions in personnel, an area where our staff’s skepticism may to some 
degree be justified. In any event, accepting the $7,000,000 savings fig- 
ure, the result would be that 10 years after the affiliation has taken 
place, total annual “assured” savings would amount to less than 1% of 
the affiliating companies’ gross revenues for 1973. 

In addition to projected savings on which applicants placed a 
specific dollar value, the hearing officer found that economies and 
efficiencies would result from the affiliation in two Class ITI categories 
which, as noted above, are areas in which applicants could not forecast 
a specific dollar amount of savings. The hearing officer concluded that 
economies of scale would result from the larger generating units 
EEES would be able to build, and that there would be an increase in 
system reliability as a result of single system planning for generation 
and transmission.?? But those objectives can largely be achieved 
through NEPOOL. Thomas J. Galligan, Jr., the president of BECO, 
testified : 

“Tt is obvious we cou'd have come in here with extremely large sav- 
ings that stem strictly from generation and transmission. We felt that 


®When John J. Falvey, a BECO assisant purchasing agent and a member of the task 
force group that studied consolidated purchasing, was questioned by our staff concerning 
the study made by his group, the following colloquy ensued: 

“Q. Does the study have any meaning to you beyond showing differences in price? 

“A, Have any meaning to me, yes, it indicates to me that because a price variance 
exists that it is conceivable that the savings... are possible. That is what it means to me. 

“Q. Because there is a difference in price, you believe there is a possibility of savings, is 
that right, Mr. Falvey? 

“A, Because this indicates a variance in price, yes, that is correct. 

10 Although applicants claimed savings in other Class III categories, the hearing officer 
did not find that any such savings would be realized. Since applicants did not except 
to his findings under Section 10(c) (2), their claims of savings in other areas are not 
before us. 
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that would not be objective in the light of the fact that a NEPOOL 
agreement had been proposed . . . so we felt that it wasn’t really 
honest to claim those savings, some of which might well accrue through 
the NEPOOL document. . .” 

Later the following colloquy took place between a member of our 
staff and Galligan: 





“Q., I thought one of the advantages of this affiliation was that you could 
build larger and larger units in order to get the economy of scale in 
generation. 

“A. We have not based the decision of this affiliation on that. As I stated 
before, we think some of that will come through NEPOOL, and our savings 
basically, as to what we testified, are operating savings.” 


As noted above, Section 10(c) (2) placed a burden on applicants to 
show that in stated respects the public interest would be served by 
their affiliation. That burden they have not met. The showing of econ- 
omies and efficiencies needed to justify an affiliation of this magnitude 
has not been made.?” 

We are not unmindful of the fact that vast changes have occurred 
in energy economics since the record in this proceeding was closed in 
September 1970. As we recently had occasion to note, “. .. the energy 
crisis has assumed dimensions, and has evoked a response from the 
public and from government at all levels, which did not exist and was 
not readily foreseeable [just a few years ago].” ** It may be that, un- 
der today’s conditions including the present financial climate, appli- 
cants could file a new application and make the requisite showing of 
resultant economies. 

We have also also given some thought to the issues raised under 
Section 10(b)(1) of the Act.** And we do not read that section as 
necessarily precluding our approval. But we need not and do not make 
any findings about that at this time. All we hold is that, on the record 
now before us, applicants have not sustained their burden under Sec- 
tion 10(c) (2). 

An appropriate order denying the application will issue. 

By the Commission (Chairman Garretr and Commissioners 
Loomis, Evans, SomMeEr and Po.uack). 


11In the same vein, Stazesky testified : 
“Savings through affiliation have not been claimed in the area of bulk power supply 
because a portion of these may be achieved through contractual arrangements and in fact 
a plan for such arrangements among the various power supply entities in New England is 
currently under discussion and study... a bulk power supply pool known as NEPOOL....” 

12 Applicants’ citations of Eastern Gas and Fuel Associates, 43 S.E.C. 524 (1967) and 
Hawaiian Electric Co., Inc., 44 S.E.C. 189 (1970) are inapposite. The affiliations proposed 
there were nowhere near the size of the one presently at issue. 

33 Union Electric Company, supra, 45 S.E.C. at 510. 

14Section 10(b)(1) provides that we may not approve an acquisition of securities or 
utility assets if we find that ‘such acquisition will tend towards interlocking relations or 
the concentration of control of public-utility companies of a kind or to an extent detrimental 
to the public interest or the interest of investors or consumers.” 






IN THE MATTER OF 


THE APPLICATION OF 
ADOLPH D. SILVERMAN 


CHARLEEN FRANZEN 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-3364. Promulgated February 14, 1975 


Securities Exchange Act of 1934 


MEMORANDUM OPINION AND ORDER 


Adolph D. Silverman and Charleen Franzen, who were president 
and secretary-treasurer, respectively, of Financial Security Corpora- 
tion (“FSC”), formerly a member of the National Association of 
Securities Dealers, Inc. (“NASD”), seek review of disciplinary action 
taken against them by the Association. The NASD barred Silverman 
and Frazen from association with any member as a principal or in a 
managerial or supervisory capacity, fined Silverman $3,000 and Fran- 
zen $2,500, censured them and assessed costs. 

This appeal is here for the second time. Initially, the NASD found 
that applicants had violated its Rules of Fair Practice in the following 
respects : 

(1) In nine dual agency transactions during the period October 1968 
to January 1969, FSC did not disclose to each customer in writing the 
commission paid by the other. 

(2) FSC did not prepare and maintain computations of aggregate 
indebtedness for the months of August through November 1968, and 
March through May of 1969. 

(3) FSC did not comply with net capital requirements as of Janu- 
ary 31, August 31, September 30 and October 21, 1969. 

(4) In at least 80 instances duing the period May 1968 to January 


1969, FSC failed to comply with the credit extension requirements of 
Regulation T. 


(5) Silverman and Franzen failed to exercise proper supervision in 
connection with all of the foregoing infractions. 

The principal issue raised by applicants on their first appeal to us 
related to their responsibility for violations after March 5, 1969. 


1FSC did not appeal its expulsion from NASD membership in these proceedings. 
45 S.E.C.—34——-11249 
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Applicants contended that after that date they no longer had any 
control over the member’s operations. For reason stated in our previ- 
ous opinion, we remanded that issue to the NASD.? As to the other 
misconduct found, we affirmed the NASD’s findings of violation with 
respect to the deficient disclosure on nine confirmations, the failure 
to comply with Regulation T, and the failure to prepare computations 
of aggregate indebetedness for four months in 1968. We set aside the 
NASD’s findings of failure to maintain those same computations, the 
net capital violation as of January 31, 1969, and the findings of im- 
proper supervision. We directed the NASD to redetermine the sanc- 
tions in the light of its conclusions as to the issue remanded and our 
findings on the other issues in this case. 

On remand, the NASD found that neither Silverman nor Franzen 
had any control over FSC’s operations after March 5, 1969, and set 
aside those of the findings against them that were based on events 
subsequent to that date. Thus the only violations remaining were the 
confirmation, Regulation T and recordkeeping infractions we had 
affirmed when the case was first here. But the NASD, citing that mis- 
conduct, refused to modify the sanctions it had originally imposed. 

Silverman and Franzen argue that the sanctions against them should 
be set aside. They assert, among other things, that back-office problems 
were industry-wide in 1968, that no customer of FSC suffered any loss 
while they were in control of the firm, and that they have already 
suffered severely through adverse publicity and the loss of their invest- 
ment in FSC which went into bankruptcy. 

Nothing these factors, the circumstance that several of the violations 
found against applicants have been set aside by us and by the NASD, 
and the fact that this is the first disciplinary proceeding in which 
Silverman and Franzen have bene involved, we remit the fines imposed 
on them, nad modify the bars to one-year suspensions from association 
with any NASD member as a principal or in a managerial or super- 
visory capacity. 

Accordingly, IT Is ORDERED, that the fines imposed by the Na- 
tional Association of Securities Dealers, Inc. on Adolph D. Silverman 
and Charleen Franzen be, and they hereby are, remitted ; that the bars 
imposed on them from association with any member as a principal 
or in a managerial or supervisory capacity be, and they hereby are, 
reduced to one-year suspensions from any such association; and that 
the Association’s imposition of censure and its assessment of costs be, 
and they hereby are, affirmed. 

By the Commission (Chairman Garrerr and Commissioners Loomis, 
Evans, SomMeER and Po.uack). 


2 Adolph D. Silverman, 45 S.E.C. 328, 330 (1973). 
8 Id. at 331. 





IN THE MATTER OF 
MILTON J. WALLACE 
AND 
JOSHUA L. BECKER 
File No. 3-3719. Promulgated February 14, 1975 
Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Statutory Construction 
Section 15(b) (7) of the Securities Exchange Act 
Persons Liable to Remedial Proceedings—“Any Person” 
The words “any person” in Section 15(b) (7) of the Securities Exchange Act 
mean just that. Hence people who are not and have never been in the securities 
business are liable to remedial administrative action under that section. 


Constitutional Law 

Bills of Attainder 

Scope of Federal Securities Statutes 

State Law 

Due Process 

Delay in Bringing Proceedings on for Hearing 
Public Interest 


Commission must assume that the statutes that it has been directed to adminis- 
ter are constitutional. 

Contentions that Section 15(b)(7) of the Securities Exchange Act provides 
for bills of attainder and denies due process rejected. 

Commission has jurisdiction to rule on local law questions. Sixth Amendment’s 
guarantee of speedy trial in criminal cases, held, inapplicable to remedial 
administrative proceedings. 

Motion to dismiss founded on fact that hearing was not scheduled until some 
2 years and 8 months after proceedings had been initiated, denied, where movant 
did not complain of the delay until after hearing had been scheduled, never took 
any steps to expedite proceedings, did not claim that the delay had hampered 
his ability to defend himself, and his sole claim of prejudice related to a matter 
extrinsic to the proceedings themselves. 


APPEARANCES: 


Richard M. Millman and Peter A. Greenburg, of Millman & Green- 
burg, for Milton Wallace. 
Richard B. Marz, of Marx & Squitero, for Joshua L. Becker. 
Ralph C. Ferrara and Jules Moskowitz, for the Commission’s Divi- 
sion of Enforcement. 
45 §.E.C.—34——11252 
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OPINION OF THE COMMISSION 
I 


As originally instituted, this was a proceeding against a broker- 
dealer firm and a number of individuals, some associated with that 
broker-dealer and some not. The case has been settled as to all but the 
two respondents now involved. An evidentiary record has yet to be 
made. But both respondents move to dismiss. 

One does so on the ground that the Securities Exchange Act’s reme- 
dial provisions are inapplicable to this case. The other contends that 
inordinate delay in the progress of the case mandates dismissal as to 
him. Both motions are without merit. 


II 


Wallace says that he “has never been, and does not seek to become 
a ‘broker’, ‘dealer’ or ‘person associated with a broker or dealer.’ ” In 
his view that makes or should make him immune from administrative 
proceedings of this type. Congress, however, has decreed otherwise. 
Section 15(b) (7) of the Exchange Act says that : 

“The Commission may, after appropriate notice and opportunity for hear- 
ing, by order censure any person, or bar or suspend for a period not exceed- 
ing twelve months any person from being associated with a broker or dealer, 
if the Commission finds that such censure, barring, or suspension is in the 
public interest and that such person has committed or omitted any act or 
omission enumerated in . . . this subsection or has been convicted of any of- 
fense specified . . . within ten years of the commencement of the proceedings 
under this paragraph or is enjoined from any action, conduct, or practice 
specified .... It shall be unlawful for any person as to whom such an order 
barring or suspending him from being associated with a broker or dealer is 
in effect, willfully to become, or to be, associated with a broker or dealer, 
without the consent of the Commission, and it shall be unlawful for any 
broker or dealer to permit such a person to become, or remain, a person 
associated with him, without the consent of the Commission, if such broker 


or dealer knew, or in the exercise of reasonable care, should have known, of 
such order.” (Emphasis added. ) 


Wallace argues that Section 15(b) (7) reaches “only persons at least 
associated with a broker or dealer.” He points out that the section 
was added to the statute by the Securities Act Amendments of 1964 
and argues that it was designed to permit disciplinary proceedings 
against employees of brokers and dealers and to obviate the prior 
need to make the employer a party in every such case. That was this 
amendment’s primary purpose. But it was not its only purpose. The 
amendment was also intended to reach persons who were not, and 
who never had been, associated with a broker-dealer. 

Once it was concluded that it should be possible to bring a broker- 
dealer proceeding directly against an individual associated with a 
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broker-dealer, it would make no sense to condition such a proceeding 
on such individual’s present association with a broker-dealer. That 
would merely have made it possible to evade the jurisdiction intended 
to be conferred on the Commission by a prompt resignation from the 
broker-dealer firm or by deferring the commencement of association. 
Given that conclusion, there was no reason why a proceeding which 
would determine whether or not a particular person should continue 
to enjoy unfettered access to the securities business, should not be 
brought whenever the issue was properly presented and ripe for deci- 
sion. The Commission, accordingly, recommended that new Section 
15(b) (7) should apply to “any person,” and the Congress accepted 
that recommendation. 

As noted above, that authorization was not accidental and the sec- 
tion was intended to mean just what it says, as we have previously 
held.? Those holdings we now reaffirm. 


III 


Wallace says that if Section 15(b) (7) means what it says, it is un- 
constitutional. By processes obscure to us he arrives at the astounding 
conclusion that it falls afoul of the Constitution’s command that “No 
Bill of Attainder ... be passed.” * He hedges this somewhat by arguing 
that even if there really isn’t any bill of attainder here, 15(b) (7) sub- 


jects “him to non-judicial punishment tantamount to a bill of at- 
tainder.” For good measure he adds a vague claim of “denial of sub- 
stantive due process.” 


18. Rep. No. 379, 88th Cong., Ist Sess. 78-79 (1963). There the Senate followed our 
analysis of the bill that ultimately became the Securities Act Amendments of 1964. That 
discussion of the section that eventually became Section 15(b)(7) said in pertinent part: 
“To warn the public and the broker-dealer community of violations, the Commission 
could proceed against a person even though he has not been, and is not, associated with 
a broker or dealer.” (Emphasis added.) Hearings Before A Subcommittee of the Senate 
Committee on Banking and Currency on S. 1642, 88th Cong., 1st Sess. 365 (1963). And 
soon after the 1964 amendments became law, the authors of an exhaustive commentary 
on them observed that: “A section 15(b)(7) proceeding can also be directed against a 
person who has never been a broker-dealer or an associate person. For example, an 
independent contractor aiding and abetting a broker-dealer in a securities fraud could be 
the subject of a section 15(b)(7) proceeding, either separate from or consolidated with 
the proceeding against the broker-dealer, and could be barred under that section. The 
proceeding would develop and disseminate the facts and the order would prohibit the 
independent contractor from entering the securities business without the consent of the 
Commission.” Phillips and Shipman, An Analysis of the Securities Acts Amendments of 
1964, 1964 Duke L. J. 706, 815 (Footnote citations to the legislative history omitted.) 

2 Norman Pollisky, 43 S.E.C. 852, 854 (1968). See also R. Baruch € Company, 43 S.E.C. 
13, 20-21 (1966). 

8U.S. CONST. art. I § 9, cl. 3. The full text of the clause is ‘No Bill of Attainder or 
ex post facto Law shall be passed.” Article I, § 10, cl. 1 imposes the identical prohibition 
on the states. The attainder and the ex post facto concepts are thus linked to each other. 
See Mr. Justice Frankfurter’s concurring opinion in United States v. Lovett, 328 U.S. 
303, 31S at 323 (1946). Here Section 15(b) (7) was added to the Exchange Act in 1964. 
Wallace’s alleged misconduct occurred in 1969. We know of nothing to suggest that the 
Congress of 1964 had ever heard of Wallace. And the notion that it was then bent on 
punishing him for something that he is not claimed to have done until five years thereafter 
is preposterous. 
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We have no power to invalidate the very statutes that Congress has 
directed us to enforce.* Unless and until the courts declare otherwise 
we assume that our governing statutes are constitutional.® Here we 


think that assumption well founded. The bill of attainder argument 
is frivolous because : 


(1) Bills of attainder are aimed at particular persons or at 
readily identifiable classes of persons. Here Congress was aiming 
neither at Wallace nor at any readily identifiable class to which 
he belongs. Section 15(b) (7) is directed at the whole human race. 
No statute so directed can be a bill of attainder.® 


(2) Every statute held invalid as a bill of attainder involved 
an attack on political freedom.’ There is none here. 

(3) Bills of attainder inflict punishment without trial. Here 
there will be a trial before an administrative law judge “who is 
legally trained and judicially oriented.” ® Should Wallace be dis- 
satisfied with the administrative judge’s decision, he can readily 
obtain review before us.?° Our order in turn will be reviewable in 


4 Todd v. 8.H.0., 137 F. 2d 475, 478 (C.A. 6, 1943). “[T]he Commission is not empowered 
to rule upon the constitutionality of statutes. .. .”’ 

5 Houston Natural Gas Corporation, 3 S.E.C. 664, 671 (1938), petition for review dis- 
missed, 100 F. 2d 5 (C.A. 4, 1938) ; Walston € Co., 5 S.E.C. 112, 113 (1939) ; J. A. Sisto & 
Co., 7 S.E.C. 647, 653 n. 5 (1940) ; Mutual Fund Distributors, Inc., 41 S.B.C. 174, 181 
(1962) ; Stanford Investment Management, Inc., 43 S.E.C. 864, 874 (1968). 

® United States v. Brown, 381 U.S. 437, 449-456 (1965) ; Communist Party v. Subversive 
Activities Control Board, 367 U.S. 1, 84-90 (1961); United States v. Lovett, 328 U.S. 
303, 316 (1946) : “Section 304 was designed to apply to particular individuals.” Ea Parte 
Garland, 4 Wall. 333, 877-378 (1867) ; Cummings v. Missouri, 4 Wall. 277, 323 (1867) ; 
“These bills are generally directed against individuals by name; but they may be directed 
against a whole class.” 

7 See the historical discussions in Cummings v. Missouri, 4 Wall. 277, 321-324 (1867) : 
United States v. Lovett, 328 U.S. 303, 316-317 (1946) ; United States v. Brown, 381 U.S. 
437, 441-446 (1965). As Mr. Justice Frankfurter said when he concurred in United States 
v. Lovett, 328 U.S. 303, 318 at 323 (1946): ‘‘When the framers of the Constitution 
proscribed bills of attainder, they referred to a form of law which had been prevalent in 
monarchical England and was employed in the colonies. They were familiar with its nature ; 
they had experienced its use; they knew what they wanted to prevent. It was not a law 
unfair in general, even unfair because affecting merely particular individuals, that they 
outlawed by the explicitness of their prohibition of bills of attainder. ‘Upon this point a 
page of history is worth a volume of logic.’ New York Trust Co. v. Eisner, 256 U.S. 345, 
349. . . .” Accord, United States v. Nasser, 476 F. 2d 1111, 1116 (C.A. 7, 1973). Compare 
United States v. Brown, 381 U.S. 437, 453-456 (1965) with Board of Governors v. Agnew, 
329 U.S. 441 (1947). 

8 United States v. Brown, 381 U.S. 437, 458 (1965) : “Section 504 . . . disqualifies from 
the holding of union office not only present members of the Communist Party, but also 
anyone [emphasis added] who has within the past five years been a member of the 
Party. ... [I]t .. . inflicts ‘punishment’ within the meaning of the Bill of Attainder 
Clause.’’ United States v. Lovett, 328 U.S. 303, 315-316 (1946) quoted with approval in 
Brown, supra, at pages 448-449 of 381 U.S.: “[Llegislative acts, no matter what their 
form, that apply either to named individuals or to easily ascertainable members of a 
group in such a way as to inflict punishment on them without a judicial trial are bills of 
attainder prohibited by the Constitution’; Cummings v. Missouri, 4 Wall. 277, 323 
(1867): “A bill of attainder is a legislative act which inflicts punishment without a 
judicial trial.” 

® Clinton Engines Corporation, 41 S.E.C. 408, 411 (1963). 

10 See Rule 17 of our Rules of Practice..17 C.F.R. § 201.17. 
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the Courts of Appeal.’ If unhappy with the result there, Wallace 
can try to go to the Supreme Court. 


(4) Finally, our proceedings do not “punish.” *” 


IV 


But, says Wallace, this case does entail punishment. In his view that 
is so whenever Section 15(b) (7) is brought to bear on people who are 
not in the securities business, never have been in it, and disclaim any 
intention of ever getting into it. He maintains that proceedings against 
respondents of that type under Section 15(b) (7) have no remedial 
function, serves no legitimate governmental interest, and are thus 
wholly arbitrary. Hence his claim that Section 15(b) (7) denies him 
substantive due process. 

But as noted above, Section 15(b) (7) is a perfectly rational method 
of implementing the basic statutory purpose. Wallace does not appear 
to attack the basic proposition, accepted at least since 1936, that Con- 
gress may authorize the Commission to disqualify a person from 
entering or continuing in the securities business by reason of his past 
violations of the federal securities laws, and further that such dis- 
qualification can arise from violations committed long before such 
person ever entered the securities business and when he was acting in 


an entirely different capacity.’ It certainly follows from this that 
Congress can empower the Commission to determine whether or not 
such disqualification exists, in a proceeding commenced promptly 


4 Section 25(a) of the Exchange Act: “Any person aggrieved by an order issued by the 
Commission in a proceeding under this title to which such person is a party may obtain a 
review of such order in the Court of Appeals of the United States, within any circuit 
wherein such person resides or has his principal place of business, or in the United States 
Court of Appeals for the District of Columbia. . . .” 

2 Blaise D’Antoni & Associates, Inc. v. 8S.E.C., 289 F. 2d 276, 277 (C.A. 5, 1961): “The 
Commission’s order is not punitive; it is not a penalty imposed on the broker. Revocation 
and denial of registration are but means to protect the public interest.’’; Peoples 
Securities Co. v. S.E.C., 289 F. 2d 268, 275 (C.A. 5, 1961): “The securities acts are 
meant to reach the knave, not to punish for a specific act of knavery.’’; Pierce v. S.E.C., 
239 F. 2d 160, 163 (C.A. 9, 1956) ; Wright v. S.E.C., 112 F. 2d 89, 94 (C.A. 2, 1940). 
Compare Butz v. Glover Livestock Commission Co., Inc., 411 U.S. 182 (1973). 

13From 1936 to 1964, Section 15(b) of the Exchange Act provided, inter alia: ‘‘The 
Commission shall... deny registration to or revoke the registration of any broker or 
dealer if it finds . . . such denial or revocation . . . in the public interest and that (1) 
such broker or dealer whether prior or subsequent to becoming such, or (2)... any 
person directly or indirectly controlling or controlled by such broker or dealer whether prior 
or subsequent to becoming such, ... (D) has willfully violated any provision of the 
Securities Act of 1933, as amended, or of this title, or of any rule or regulation there- 
under.’ 49 Stat. 1378 (1936). (Emphasis added.) With slight modifications that are here 
irrelevant, the foregoing provision is still in the Act today as Section 15(b)(5)(D). For 
a description of its practical workings in the pre-1964 era see 2 Loss, Securities Regulation 
1314-1323 (2d ed. 1961) ; 5 id 3378-3387 (1969 supp.).’”’ 
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after such violations and by reason thereof, rather than awaiting 
each violator’s entry into the business and then commencing one or 
more separate proceedings, perhaps years later. Indeed, the former 
procedure is not only more effective but probably fairer ** as well.*® 


V 


Becker complains that this proceeding was begun in May of 1972 and 
not set down for hearing until December 4, 1974. He contends that this 
delay violated his constitutional rights. He also tells us that this pro- 
ceeding led to his suspension from his employment and that it has 
deprived him of his ability to earn a livelihood. However, he never 
raised this question of hardship until November of 1974. And even 


now he does not ask that the proceeding be expedited. He wants it to 
be dismissed. 


We do not see why this belated objection mandates dismissal. Never- 
theless, when the matter first came before us, we thought an inquiry in 
order. Accordingly, we referred Becker’s motion to the administrative 
law judge who was well acquainted with the history of this case. Our 
order of reference directed the administrative law judge to: 


14 While the statute would permit a proceeding directed solely to one or more persons 
who have never been associated with a broker-dealer and are not expected to be so 
associated, this has never been done. Such a proceeding would rarely, if ever, be worth- 
while from the viewpoint either of the Commission or the respondent. The usual practice, 
exemplified in this case, is to commence a proceeding against a broker-dealer alleged to 
have violated the law, and to include other persons said to have been involved in the 
allegedly illegal activities—whether or not those other persons are associated with the 
broker-dealer. 

145Compare Wallach v. S.E.C., 202 F. 2d 462 (C.A.D.C. 1953) with Friedman v. 8.2.0. 
146 F. Supp. 9 (S.D.N.Y, 1956). 

16 Wallace also maintains that the proceedings involves impermissible federal intrusion 
into an essentially local area. But the antifraud provisions of the federal securities laws 
reach all cases in which either the mails or any means or instrumentality of interstate 
commerce are used. Congress made this as clear as it possibly could in Section 17 of the 
Securities Act and in Section 10 of the Securities Exchange Act. Since those sections are 
drawn as they are, “the jurisdictional hook need not be large to fish for securities viola- 
tions.” Lawrence v. S.E.C., 398 F. 2d 276, 278 (C.A. 1, 1968) ; S.Z.C. v. United Financial 
Group, Inc., 474 F. 2d 354, 356-357 (C.A. 9, 1973). Hence the antifraud provisions of the 
securities statutes (as distinguished from the Securities Act’s registration and prospectus- 
delivery requirements) reach even the most local transactions in securities. That is 
axiomatic. Intimations to the contrary are patently frivolous and are not aided by citations 
to the Supreme Court’s decisions of December 17, 1974, in Gulf Oil Corporation v. Copp 
Paving Company, 419 U.S. 186,, 42 L. Ed. 2d 378 (1974) and American Radio Association 
vy. Mobile Steamship Association, Inc., 419 U.S. 215, 42 L. Ed. 2d 399 (1974). Those cases 
turned on the construction of federal statutes of narrower jurisdictional scope than the 
securities laws. 

Nor is Wallace’s position in this regard strengthened by our staff’s statement that it 
intends to rely, among other things, on a state statute. That statute seems far from 
crucial. But if it should turn out to be necessary or appropriate to our decision, we have 
the power to interpret it. See, e.g., Oklahoma-Texas Trust, 2 S.E£.C. 764, 776-779 (1937) 
aff'd sub nom. Oklahoma-Texas Trust v. S.E.C., 100 F. 2d 888 (C.A. 10, 1939).” 
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“(A) Take such evidence as he deems relevant with respect to it 
[Becker’s motion to dismiss] and hear argument with respect to 
it at the very outset of the hearing; and 

“(B) Rule on it as expeditiously as possible.” 

Pursuant to our order, the administrative judge reviewed the history 
of the matter. He noted that many pre-trial conferences had been held, 
that Becker’s frequent changes of counsel had delayed the progress of 
the cause, that five adjournments had been granted because of pending 
settlement negotiations, and that Becker’s counsel had concurred in 
each such request. 

Accordingly, the administrative judge held dismissal unwarranted. 
We affirm. And we agree with the hearing; officer’s reasoning, which we 
adopt as our own. He said: 

“It is evident from the record that if Becker had wanted a hearing, he 
could have asked for one ... [T]his motion was made only after Becker 
had obtained his third counsel, and when it became evident that this hearing 
was imminent. Moreover, Becker does not allege that the delay in any man- 
ner caused him prejudice in his ability to prepare for the forthcoming trial, 
nor in the preparation of any defense he may have.” 

On the facts found by the administrative law judge, it is unlikely 
that dismissal would be required even in a criminal case.” The stand- 
ards applicable to a remedial proceeding such as this where there is 
no threat to the respondent’s liberty and where public interest issues 
are present can hardly be as stringent as those that govern in criminal 
cases. Hence Becker’s motion lacks merit.7® 


VI 
An appropriate order will issue. 


By the Commission (Chairman Garrett and Commissioners Loomis, 
Sommer and Evans) ; Commissioner Potuack not participating. 


17 See Barker v. Wingo, 407 U.S. 514 (1972). 

18 Compare Irish v. S.E.C. 367 F. 2d 637 (C.A. 9, 1966), cert. den. 386 U.S. 911 (1967), 
affirming Russell L. Irish, 42 S.E.C. 735 (1965) ; F.7.C. v. J. Weingarten, Inc., 336 F. 2d 
687, 691-692 (C.A. 5, 1964), cert. den. 380 U.S. 908 (1965) ; Kent v. Hardin, 425 F. 2d 
1346, 1350 (C.A. 5, 1970). 





IN THE MATTER OF 
WELLINGTON FUND, INC., ET AL.* 


File No. 812-8699. Promulgated February 18, 1975 


Investment Company Act of 1940—Section 17 (b) 


ORDER OF THE COMMISSION 


On January 17, 1975, a notice was issued ! of an application filed on 
October 4, 1974, by Wellington Fund, Inc., Windsor Fund, Inc., Ivest 
Fund, Inc., Exeter Fund, Inc., Explorer Fund, Inc., Trustees’ Equity 
Fund, Inc., Wellesley Income Fund, Inc., W. L. Morgan Growth Fund, 
Inc., Westminster Bond Fund, Inc., and Fund for Federal Securities, 
Inc., all open-end diversified management investment companies, and 
Gemini Fund, Inc., a closed-end diversified investment company, all 
of which are registered under the Investment Company Act of 1940 
(“Act”) and are referred to herein as “Funds”, The Vanguard Group, 
Inc. (“Vanguard”), a Pennsylvania corporation, and Wellington 
Management Company (“WMC”), (collectively “Applicants”), pur- 
suant to Section 17(b) and Rule 17d-1 thereunder, for an order per- 
mitting Applicants to engage in certain transactions relating to the 
proposed internalization of the Funds’ corporate administrative affairs 
through Vanguard. The notice gave interested persons an opportunity 
to request a hearing and stated that an order disposing of the applica- 
tion would be issued as of course unless a hearing should be ordered. 
No request for a hearing has been filed and the Commission has not 
ordered a hearing. 

The matter having been considered, it is found, on the basis of the 
information stated in the application, that the terms of the proposed 
transactions, including the consideration to be paid or received, are 
reasonable and fair and do not involve overreaching on the part of any 
person concerned and that the proposed transactions are consistent 
with the policies of the Funds and with the general purposes of the 
Act. It is also found that the participation of each Fund in the 
proposed transactions is consistent with the provisions, policies and 


*Windsor Fund, Inc. ; Ivest Fund, Inc. ; Exeter Fund, Ine. ; Gemini Fund, Inc. ; Explorer 
Fund, Inc.; Trustees Equity Fund, Inec.; Wellesley Income Fund, Inc.; W: L. Morgan 
Growth Fund, Inc.; Westminster Bond Fund, Ine.; Fund For Federal Securities, Inc. ; 
The Vanguard Group, Inc. ; and Wellington Management Company. 

1Investment Company Act Release No. 8644 (January 17, 1975), 6 SEC Docket 172. 


45 S.E.C.—IC40 8676 701 





702 SECURITIES AND EXCHANGE COMMISSION 


purposes of the Act and not on a basis different from or less advan- 
tageous than that of other participants. Accordingly, 

IT IS ORDERED, pursuant to 17(b) of the Act, that Vanguard 
may issue and Funds may purchase securities of Vanguard, as set forth 
in the application. 

IT IS FURTHER ORDERED, pursuant to Section 17(b) of the 
Act, that each of the Funds may sell from time to time to one or more 
of the Funds or purchase from one or more of the Funds securities of 
Vanguard, as set forth in the application. 

IT IS FURTHER ORDERED, pursuant to Section 17(b) of the 
Act, that WMC may sell to Vanguard office furnishings and equipment 
as set forth in the application. 

IT IS FURTHER ORDERED, pursuant to Rule 17d-1 under the 
Act, that Funds and Vanguard and WMC may enter into and imple- 
ment the proposed joint transactions described in the application. 

By the Commission. 





IN THE MATTER OF 
CHRISTIANA SECURITIES COMPANY 
E. I. DU PONT DE NEMOURS AND COMPANY 
File No. 83-3928 Promulgated February 27, 1975 
Investment Company Act of 1940 


PRACTICE AND PROCEDURE 
Rehearing 


Petitions for rehearing, denied, because they raised nothing new and did not 
convince the Commission that prior result was erroneous. 


Additional Evidence—Leave to Adduce 


Application for leave to adduce additional evidence in support of a factual 
hypothesis that the Commission had already accepted but had held irrelevant 
under governing legal standards, denied. 


APPEARANCES: 


Lewis C. Murtaugh, of Murtaugh & King, pro se. 

Richard J. Collins, Jr., vro se. 

Kenneth W. Gemmill, Stephen R. Miller, Matthew J. Broderick 
and /?ichard S. Seltzer, of Dechert, Price & Rhoads, for Christiana Se- 
curities Company. 

Daniel M. Gribbon, Cyril V. Smith, Jr. and Peter B. Archie, of 
Covington & Burling, for E. I. du Pont de Nemours and Company. 

Gerald Osheroff, for the Commission’s Division of Investment Man- 
agement Regulation. 


MEMORANDUM OPINION AND ORDER 
I 


The objecting shareholders whose contentions were rejected in 45 
S.E.C. 649 (1974) seek rehearing. But their petitions raise nothing 
of substance that is new.’ Nor do they convince us that our original 
decision was wrong. 


1That is so even though the principal petitioner received an unprecedentedly generous 
extension of time to enable him to perfect his petition. He told us that such extension 
was needed because of the complexity of the case. Agreeing that an extension was 
appropriate, we granted his request over the applicant companies’ strenuous objections. 


45 S.E.C.—1C40-——8692 703 
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II 


One objector also asks for leave to adduce additional evidence. That 
consists of : 

(A) Seven specifically identified documents that could, he sug- 
gests, “aid ...a court on review and... help them [sic] 
visualize the factual situation and various publicized statements 
and the interrelationships” ; and 

(B) Unspecified materials said to have been discovered in a 
pending shareholder’s derivative action. 

Petitioner does not contend that the identified documents are ma- 
terial.’ As already noted, he states only that they might “help” a re- 
viewing court to “visualize the factual situation.” But how would they 
do that? Petitioner doesn’t say.® 

The unidentified evidence said to have been gathered in the deriva- 
tive action goes to petitioner’s market impact contentions. Petitioner 
wants to show that the proposed merger will lead to massive sales of 
Du Pont’s common stock and that this “goes right to the fairness is- 
sue.” (Emphasis his.) But we have already said in our opinion that: 
“We assume that the merger may engender some selling that would 
otherwise not take place. We assume further that such selling may at 
certain points in time be substantial.” * So petitioner wants to adduce 
additional evidence in support of a hypothesis that we have already 
accepted on the record as it stands. No showing has been made that such 
additional evidence would serve any useful purpose. 

Petitioner’s argument that the projected selling “goes right to the 
fairness issue” is legal, not factual. We rejected that argument because 
we think such selling irrelevant to the fairness issue framed by the 
Investment Company Act. That holding does not turn on evidentiary 
details. It rests on our reading of the Act.® Hence additional evidence 
cannot alter the result.® 

We conclude that the instant application does not meet the test pre- 
scribed by Rule 21(d) of our Rules of Practice, which requires that 


2They consist of three notices of annual meetings, a proxy statement with respect to 
one of those meetings, one of Christiana’s semiannual statements, a report by Christiana 
to us on our Form N-1R, and another company’s annual report. Four of these documents 
were available when the hearings were held. Petitioner claims to have discovered ‘‘most 
of this material’ after the close of the hearings herein. But in view of their nature and 
ready accessibility it seems to us that petitioner would have learned of these papers 
earlier—had he been reasonably diligent. Most of the documents are in our public files and 
hence available to anyone who wants to look at them. 

3 With respect to only a single document, does the petitioner state what he wants to 
show through it? He says in effect that it shows that the apnlicant companies are under 
common control. We have already held that this is so. 45 S.H.C. 649, 653 (1974). 

445 S.B.C. 649, 665 (1974). 

5In footnote 88 to our opinion (45 S.B.C. 649, 659 (1974)) we said that ‘‘the questions 
presented are in our view essentially legal.” 

6 Petitioner recognizes this. He says in his petition: “Reading the opinion of the 
Commission leaves the impression that there is no fact question that could move the 
Commission to abandon the legal rulings which seem to preclude and indeed preempt 
factual issues . . . there is little that can be done by way of evidence.” 
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an application for leave to adduce additional evidence “show . . . that 
such additional evidence is material and that there were reasonable 
grounds for failure to adduce such evidence ... before ... the 
hearing officer.” 7 


III 


Accordingly, IT IS ORDERED that the petitions for rehearing 
and the petition for leave to adduce additional evidence be, and they 
hereby are, in all respects denied. 

By the Commission (Chairman Garretr and Commissioners Loomis, 
Evans, SomMER and Potiack). 


7 Of. Gross v. S.E.C., 418 F. 2d 103, 108 (C.A. 2, 1969). 
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IN THE MATTER OF 
TASSAWAY, INC. 
File No. 38-4366. Promulgated March 18, 1975 


Securities Exchange Act of 1934 


MEMORANDUM, OPINION AND ORDER 


REGISTERED SECURITIES ASSOCIATIONS 
AUTOMATED QUOTATION SYSTEMS 
SUSPENSION OF SECURITY FROM AUTOMATED QUOTATION SYSTEM 


Financial Condition 


Where a registered securities association removed a security from its auto- 
mated quotation system because the issuer of the security concededly lacked suf- 
ficient capital to meet system’s eligibility requirements and where issuer’s case 
rested entirely on a hoped-for acquisition which later fell through, review proceed- 
ing dismissed. 


Scope of Commission Review 
Discretionary Determinations by Association 
Analogy to Exchange Delisting Proceedings 


Where issuer conceded its failure to meet automated quotation system’s numeri- 
eal qualitative test so that its case consisted entirely of a plea addressed to 
registered securities association’s discretion, held, primary control over quota- 
tion system is vested in the association. When the association adheres to its 
rules, the Commission is not free to substitute its discretion for that of the 
association. 


APPEARANCES: 


Dennis C. Hensley and Richard A. Fitzpatrick, for the National As- 
sociation of Securities Dealers, Inc. 
Stuart Jackson and James M. McMahan, of Rogers and Wells, for 


Tassaway, Inc. 
I 


An issuer complains about the fact that its stock has been dropped 
from an automated over-the-counter quotation system. No application 


45 S.E.C.—34 11291 
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of this type has ever been made to us before. So this can be called a case 
of first impression. 


Il 


It has long been recognized that: 

(A) The over-the-counter securities markets are diverse. 

(B) Some over-the-counter stocks are as widely held as many 
exchange-listed issues. And many such over-the-counter issues 
meet qualitative criteria of the type traditionally associated with 
exchange listing.” 

(C) Investors and traders in that class of over-the-counter 
stocks are entitled to price and volume information comparable in 
quality and in accessibility to that which the public has come to 
expect for listed issues.’ 

(D) That informational need can be met by means of con- 
temporary data-processing techniques.* 

Hence the National Association of Securities Dealers, Ine. 
(“NASD”), the self-regulatory association to which most over-the- 
counter brokers and dealers belong, has developed an automated quota- 


1For many years the over-the-counter markets were shrouded in relative obscurity. 
Dispelling that obscurity was one of the key purposes of the study of the securities markets 
that we made from 1961 to 1963, pursuant to Section 19(d) of the Securities Exchange 
Act added to that statute in 1961 by 75 Stat. 465. At that time the Commission’s then 
Chairman told the Congress that the lack of data about the over-the-counter markets was a 
“fundamental problem’’ and that the study would gather “important information concern- 
ing the actual operation of the over-the-counter market and the adequacy of the rules 
governing trading in that market.” Hearings on H.R. Res. 438 Before a Subcommittee of 
the House Committee on Interstate and Foreign Commerce, 87th Cong., 1st Sess. p. 6 
(1961). Accordingly, the study’s report (H.R. Doc. No. 95, 88th Cong., Ist Sess. (1963) 
commonly known as the “Special Study’) gave much attention to the over-the-counter 
markets. Their astounding heterogeneity was repeatedly stressed in Chapter VII of the 
Special Study at pp. 533-796 of part 2 of that document. 

2 Special Study, pt. 2 at 669: “Most over-the-counter securities presently [i.e. in 1963] 
live in an entirely different regulatory world from exchange-listed securities, even though 
many of them are quite indistinguishable from many securities in the other world and bear 
almost no resemblance to cthers in their own.” 

37d. at 671-678. 

4Id. at 655-659. The Special Study concluded (id. at 678): “With an already strong 
communications network, there is on the horizon the likelihood of a computer system that 
would assemble all interdealer quotations and instantaneously determine and communicate 
best quotations for particular securities at any time. If such a system were established, 
the further possibility of using it in connection with executions and to compile actual 
price and volume data for over-the-counter transactions would exist. Any such automated 
system would clearly be affected with a public interest and should be under regulatory 
supervision. The NASD is the natural source of leadership and initiative in dealing with 
matters of automation in respect of over-the-counter markets. It should actively carry 
forward the very limited study of automation possibilities applicable to the over-the- 
counter markets that the Special Study has been able to undertake and should report to the 
Commission from time to time as to the progress and programs of the industry in this 
area. The Commission and the NASD should jointly consider possibilities for developing 
and coordinating automation programs in such manner as to fulfill their respective regula- 
tory needs, as well as operational needs of the markets, with maximum effectiveness and 
minimum duplication and expense.” 





708 SECURITIES AND EXCHANGE COMMISSION 


tion system called “NASDAQ.” * That system supplies comprehensive 
market information about over-the-counter issues to its subscribers.® 
And it summarizes this material for the general public. The ap- 
plicable NASD by-law states that “market summary information for 
newspaper publication, shall be produced in a format acceptable to 
most publishers without charge.”* Ilence investors in NASDAQ 
issues have a market informational advantage over people who invest 
in non-NASDAQ over-the-counter issues. It follows that companies 
whose securities are in the NASDAQ system benefit from the public 
exposure that the system produces.® 

NASDAQ is selective. It carries only quotations for “authorized 
securities.” Authorized securities must meet certain prescribed tests. 
Those tests are of two types. One relates to the extent of public in- 
vestor interest in the issue. Thus no stock will be authorized for 
NASDAQ unless at least 100,000 shares of the issue are held of record 
by at least 300 public investors.® The other type of test is designed to 
see to it that authorized issues come up to a certain very modest qualita- 
tive standard. Thus, for example, an issuer must have at least $250,000 
in capital plus surplus to keep its stock in NASDAQ.”° 

This case is about that $250,000 test, a test that no one can deem 
unduly rigorous in today’s economic environment. 


III 


Tassaway, Inc.’s public filings with us on our Form 10-K showed 
not merely a lack of the required $250,000, but a capital deficit of over 
$3.4 million.*t That caused the NASD to suspend Tassaway’s common 


5 Article XVI of the NASD’s by-laws (which became effective on December 16, 1968) 
describes the system and lays down rules with respect to it. NASDQ’s evolution is 
chronicled in our annual reports. See 34 S.E.C. Ann. Rep. 15-16 (1969); 35 id. 4-6 
(1970) ; 86 id. 80-81 (1971) ; 37 id. 8-10 (1972) (reporting the formal commencement 
of operations on February 8, 1971, with approximately 2,300 securities) ; 38 id. 10 (1973) 
(reporting that approximately 3,350 securities were quoted on the system by mid-1972). 

6 NASDAQ does this at three levels. Level 1 provides representative bid and ask quota- 
tions for each security in the system on which a minimum of two registered market 
makers are entering quotations during the day. Level 2 provides quotations for all secu- 
rities in the system. Level 3 enables registered market makers to enter quotations in the 
system. See Article XVI, Schedule D of the NASD’s by-laws. 

7 Article XVI, Schedule D, part IV D of the NASD’s by-laws. 

8 As the NASD panel that first considered the matter observed in its decision: “[I]nclu- 
sion of an issue in the NASDAQ system is of value to an issuer particularly as it aids 
communication.” 

® Article XVI, Schedule D, Part II B of the NASD’s by-laws. 

10 Thid. 

11The NASD first informed Tassaway that the deletion of its stock from NASDAQ was 
being considered on September 12, 1972. That communication was prompted by the com- 
pany’s then most recent 10-K report showing a capital deficit of $1,095,105 on April 30, 
1972. By the time of the proceedings before the Board of Governors, Tassaway had filed 
a subsequent 10-K report with us. That one showed that by April 30, 1973, the company’s 
total assets had dwindled to a mere $386,898 against liabilities of $3,817,436 (all of which 
were current) for a capital deficit of $3,430,448. 
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stock from NASDAQ.” Tassaway thereupon appealed to us.?* It made 
but one argument, viz: that it was on the verge of effecting an acquisi- 
tion that would, when consummated, give it more than enough capital 
to meet NASDAQ’s $250,000 test.2* 

Since then, however, Tassaway has reported to us on our Form 8-K 
that the acquisition agreement has been rescinded.’* But Tassaway’s 
petition for review (which it has never sought to amend or supple- 
ment) turns entirely on that now abortive agreement. In the circum- 
stances, this review preceeding should be dismissed. 


IV 


No more need be said to dispose of the petition. 

But this is our firs; NASDAQ case. So we think this a suitable 
occasion on which to state the Standards by which we shall be guided 
when asked to reveiew the NASD’s actions with respect to NASDAQ. 
The NASD’s role in NASDAQ is the same as that of the organized 
exchanges with respect to the lists of securities traded on them. It 
follows that the governing legal standards should also be the same. 
And we hold that they are: 

(1) Though exclusion from the system may hurt existing in- 
vestors, primary emphasis must be placed on the interests of prospec- 
tive future investors. The latter group is entitled to assume that the 


securties in the system meet the system’s standards. Hence the presence 
in NASDAQ of non-complying securities could have a serious de- 
ceptive effect.’® 

(2) Our function when asked to reveiew the NASD’s action with 
respect to NASDAQ is very narrow. It is solely that of seeing whether 
“the specific grounds on which such action is based exist in fact and 
are in accord with the applicable rules of the association.” 1” Should 


12 Tt had been in the system since the beginning of NASDAQ’s operations. 

13It did so by means of a petition for review pursuant to our Rule 15Aj—2 under 
Section 15A of the Exchange Act. 

14 That was also its sole argument before the NASD. 

1% Form 8—K report for August, 1974 in S.E.C. Public File No. 0-5100-2-—2. A Securities 
Act registration statement filed in connection with that acquisition (S.E.C. File No. 
2—49927) has been withdrawn pursuant to our Rule 477 under the Securities Act. 

16 Compare Exchange Buffet Corporation v. New York Stock Exchange, 244 F. 2d 507, 
510 (C.A. 2, 1957), affirming Atlas Tack Cornoration 37 S.E.C. 362 (1956): Polarad 
Electronics Corporation, 44 S.E.C. 734 (1971) ; Langley Corporation, 45 S.B.C. 85 (1972). 

17 The quotation is from our Rule 15Aj—2(c) which was based largely on the standards 
applied under section 12(d) of the Exchange Act and the decisions thereunder with respect 
to listed securities. Compare Ecological Science Corporation, 45 S.E.C. 259, 260—261 (1973) : 
“Karly in our administration of the Securities Exchange Act, we held that Section 12(d) 
vests primary control over continuance of the listed status of a security in the exchange— 
or, in the case where the issuer itself seeks to terminate that status, in the issuer and the 
exchange. We further held . . . that where the rules of an exchange have been complied 
with, we are required to grant a delisting application, and that our authority in those 
circumstances is limited to the imposition of such terms for the protection of investors 
as we deem necessary.” (Emphasis added.) See also Federated Purchaser, Inc., 45 S.E.C. 
295, 296 (1973). 
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the NASD’s action meet that test, we must dismiss the review 
proceeding.'* 

(3) To the extent that discretion enters into the matter—and it 
very often does—* the discretion in question is the NASD’s, not ours.?° 
Hence we are not at liberty to substitute our discretion for that of the 
Association." 


V 


Even if Tassaway still entertained the acquisition hopes about which 
it was so confident when it first brought this matter to us 2? and even if 
the record were such as to convince us that those hopes were indeed 
viable,?* we should nevertheless be constrained to dismiss this review 
proceeding. 

Here the information on which the NASD acted came from the issuer 
itself. So there was no room for dispute about the accuracy of the data. 


18 The rule cited in the preceding footnote says that in that event “the Commission shall 
[emphasis added] by order dismiss the proceeding.” 

72” NASDAQ’s ruls, like those of the exchanges with respect to delisting, do not lend 
themselves to mechanical and inflexible administration. This is an area for pragmatic 
business judgments based on a kaleidoscopic variety of factors. Compare Fotochrome, Inc., 
43 S.E.C. 151 (1966). 

20 “Self-regulation” or ‘cooperative regulation” cannot function adequately unless the 
securities industry’s self-regulatory bodies are vested with an authority commensurate 
with their responsibilities. 

21Compare Federated Purchaser, Inc., 45 S.E.C. 295, 299 (1973): “It appears to us 
that Federated’s real complaint is that the Exchange did not exercise such discretion in 
favor of the company.” 

2 At that time Tassaway professed itself so certain about the imminent consummation 
of the acquisition that it asked,us to stay the NASD’s removal of the issue from NASDAQ. 
We refused to do so. 

23 Tassaway’s last 10-K report to us is accompanied by a letter from its independent 
certified public accountants, which reads in pertinent part as follows: 

“The company has sustained continuous losses for several years. During those perivds, 
it managed to acquire equity capital and long term financing in sufficient amounts to 
continue to operate and carry out its production and marketing programs. However, dur- 
ing the fiscal year ended April 30, 1973, it incurred additional substantial operating losses 
resulting in a materially increased stockholders’ equity deficit and a serious working 
capital deficit. In addition to its lack of working capital, the company has lost its immedi- 
ate production capabilities due to its breach of contracts with suppliers and repossession of 
a major part of its machinery and equipment by creditors for non-payment of its debts. 

“Inventories (approximately 25% of total assets) consisted mainly of packaged product 
and raw material, the major portion of which was unpaid for and all was pledged as 
collateral for outstanding debt. It is doubtful that, on a forced sale basis, anything more 
than a nominal amount could be realized. 

“The company’s remaining fixed assets (approximately 28% of total assets) were all 
single purpose in nature and of little value to anyone other than another processor of 
like products. They were also all pledged as collateral for outstanding debt. 

“The company’s accounts and notes payable are all past due and payment of interest 
to debenture holders is in arrears. It is also apparent that in addition to a complete turn- 
around in operations, it would also be necessary to refinance a substantial amount of debt 
in order for the company to remain operative. 

“Because of the significance of financial circumstances described above .. . we are not 
in a position to render an opinion as to the financial position of the company on a going 
concern basis.” 

And the record before us shows that Tassaway is now a mere shell—albeit a publicly 
held one. At the hearings before the NASD, the company’s president testified that though 
it had about 5,000 shareholders, it had only three employees. 
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Nor is there anything ambiguous about the $250,000 standard on 
which the NASD relied. Thus, Tassaway’s case was based entirely 
on hope. How realistic was that hope? And what weight should be 
given even to a realistic hope—when it is as long-deferred as this one 
was? ** These are clearly discretionary questions. Hence the NASD’s 
answers to them are conclusive and could in no event be reexamined 
here.?° 

Accordingly, IT IS ORDERED that this review proceeding be, and 
it hereby is, dismissed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans, and Pottack), Commissioner Sommer not participating. 


24The NASD gave Tassaway many months to bring itself into compliance with NASDAQ 
standards. 

2 Compare Federated Purchaser, Inc., 45 S.E.C. 295 (1973) ; Langley Corporation, 45 
S.E.C. 85 (1972); American Electronics, Inc., 43 S.E.C. 687 (1968); Magic Marker 
Corporation, 43 S.E.C. 500 (1967) ; Fotochrome, Inc., 43 S.E.C. 151 (1966) ; Fifth Avenue 
Industries Corporation, 43 S.E.C. 146 (1966). 





IN THE MATTER OF 
NEW ENGLAND POWER COMPANY 
File No. 70-5610. Promulgated March 13, 1975 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


New England Power Company (“NEPCO”), an electric utility 
company subsidiary of New England Electric System (“NEES”), a 
registered holding company under the Public Utility Holding Com- 
pany Act of 1935, seeks authorizaton under Section 6(b) of the Act to 
issue and sell at competitive bidding up to $80 million of its first mort- 
gage bonds (“the bonds”) to mature not later than March 1, 2005. The 
price to the company and the interest rate will be determined under 
the competitive bidding procedure of Rule 50. This financing has been 
authorized by the Massachusetts Department of Public Utilities, the 
New Hampshire Public Utilities Commission, and the Vermont Public 
Service Board. The Connecticut Public Utilities Commission accepted 
the order of the Massachusetts Department of Public Utilities as the 
basis for authorization. No other federal or state commission has juris- 
diction over the transaction. 

Notice of the application was duly published, in which notice March 
7, 1975 was set as the last date for interested persons to request a hear- 
ing thereon.t The NEPCO Customer Rate Committee (“committee”) 
filed a petition for intervention and objections on that day. The com- 
mittee represents 25 Massachusetts municipalities or their electric de- 
partments and three New Hampshire wholesale customers of NEPCO. 
NEPCO responded March 10, opposing committee’s request. The com- 
mittee replied on March 12. 

NEPCO is a generating and transmission utility company engaged 
in the production and supply of electric energy to its associate dis- 
tributing companies in the NEES system, and to certain nonaffiliated 
customers. Approximately 87% of its 1974 electric output was sold to 
affiliates. Its rates are subject to regulation by the Federal Power 
Commission (“FPC”). 

At December 31, 1974, NEPCO’s capital structure was as follows: 


1 Holding Company Act Release No. 18810 (February 12, 1975), 6 SEC Docket 269. 
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NEW ENGLAND POWER COMPANY 
{In millions} 


Adjusted for 
Actual proposed bond Percent 
sale* 


First mortgage bonds $405 
Notes payable 40 


445 
Preferred stock. 86 


Common stock and retained earnings 243 


774 














*Excluding short-term debt, pro forma capitalization would represent 55.2% bonds; 11.7% preferred stock 
and 33.1% common. 


NEPCO’s short-term debt was 18.3% of its permanent capitaliza- 
tion at the end of 1974 and it forecasts that, without this bond sale, it 
would reach the 20% maximum permitted by its charter before June 
30, 1975. Its 1975 construction budget is $82.5 million. It has budgeted 
the sale of $50 million in stock in 1975 and does not plan to sell addi- 
tional bonds this year. 

NEPCO has been engaged in a major expansion of its generating 
capacity and placed into service at the end of 1974 two new plants 
of 1,041 megawatt capacity, increasing its total capacity by 29.6%. 
Approximately a quarter of a billion dollars was transferred from 
construction in progress to plant in service in December 1974, reduc- 
ing plant under construction from $294 million to $50 million and in- 
creasing plant in service (at depreciated original cost) from $445 
million to $695 million. The pro forma bonded debt of $405 million 
would have represented 91% of the revenue producing plant before 
these projects were completed, but only 58.3% of revenue producing 
plant now in service.” 

Because of market conditions and other difficulties, NEPCO did not 
permanently finance its 1974 construction expenditures, except for the 
sale of $30 million of common stock to NEES. It accumulated a large 
amount of short-term debt, in the form of bank loans and commercial 
paper, substantially all of which matures in March 1975. The pro- 
ceeds of the $80 million bond issue are to be applied by NEPCO to re- 
duction of this short-term debt, so as to reduce the balance of short- 


2 Both NEPCO’s bond indenture and our Statement of Policy limit bonded debt to 60% 
of bondable plant, but construction in progress is included for this purpose. The isswance 
of bonds against unproductive plant is indirectly limited by the requirement that bond 
interest be adequately ‘“‘covered” by actual operating revenues, a requirement difficult to 
meet if a disproportionate amount of the bondable plant is not producing actual income. 

3 Holding Company Act Release No. 18351 (March 29, 1974), 4 SEC Docket 19. The 
application before us requests authority, under Sections 9(a), 10 and 12 of the Act and 
Rule 42, for the repayment of $1,950,000 advanced, under this authorization, by NEES 
which also is due March 31, 1975. 
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term loans by NEPCO to appropriate and manageable proportions. 

The substantial current interest charges incurred for the construc- 
tion program, and other factors such as the fuel crisis which was par- 
ticularly acute in the New England States, had a significant effect on 
NEPCO’s income in the past two years as shown below: 


{In millions] 





1972 Percent of 1972 


216 





386 

245 

132 
Operating expenses 


Operating income 








Interest expense 








Capitalization, including short-term debt 








NEPCO has obtained an operating income for 1974 proportionate 
to its enlarged capitalization by a series of rate increases through 
amended tariffs filed with the FPC, Under the law administered by 
the FPC, NEPCO has been collecting the increased rates, subject to 
refund, pending the FPC’s decision as to their propriety. 

NEPCO states that approximately $37 million of its gross 1974 rev- 
enues are subject to refund in whole or in part if the FPC should not 
approve the tariffs before it. The bulk of the $200 million revenue in- 
crease was based on the fuel adjustment clause in previous tariffs and 
is not at issue there. The revenues subject to refund are approximately 
10% of the gross revenues for 1974 but represent almost 60% of the 
operating income before taxes, upon which the coverage requirements 
for the proposed bond issue depends.°® 

The inclusion of the revenues subject to refund provides the pro- 
posed bond issue with a coverage of approximately ‘2.06 times the in- 
terest on NEPCO’s bonded debt, sufficient to permit the issuance and 


4On February 27, 1975, the FPC rejected NEPCO’s motion to waive refund of any 
portion of this sum which might be required to provide a two-times interest coverage for 
the proposed bonds under its mortgage indenture. The FPC held that substantial factual 
issues had to be considered; although, it recognized that the data as to the actual costs 
submitted by NEPCO, if sustained, would eliminate the refund obligation. It ordered 
expedited procedures on the rate matter. New Hngland Power Company, FPC Dockets 
E8641, E8251, E8169, E8476, Order of February 27, 1975. 

5 Due to income tax effects, NEPCO states that the contribution of these revenues to 
1974 net income is only about $11 million but this has no bearing on its coverage computa- 
tion. The coverage computations are actually based on a 12-month period ended February 
28, 1975, and differ in other details, not material here, from the income statements used 
in the text. 
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sale of the proposed bonds. If these revenues were wholly excluded 
from consideration, NEPCO’s remaining operating income would be 
substantially below the level required under the indenture, which in 
this respect conforms to our Statement of Policy, to support the is- 
suance of any new bonds. NEPCO’s counsel have expressed their opin- 
ion that such revenues do meet the requirements of the indenture. 

Although this is an application under Section 6(b) of the Act, the 
proposed bond issue being solely for the financing of the business of 
NEPCO and having been expressly authorized by the State Commis- 
sion of the state in which NEPCO is organized and doing business, 
we look to the standards of Section 7(d) of the Act for guidance as to 
whether the 6(b) exemption from Section 7 should be granted. In 
particular, we must determine if the bonds are reasonably adapted 
to the earning power of NEPCO in light of the status of a critical part 
of the income on which the bond issue is based. 

We do not undertake to speculate as to the outcome of the proceed- 
ing before the FPC. That a substantial part of NEPCO’s present plant 
was not actually in service during part of 1974 may or may not be sig- 
nificant with respect to NEPCO’s right to retain all the charges col- 
lected during that year. But the fact that the plants are currently in 
service is significant for the present earning power of NEPCO, and 
provides substantial support for servicing the bonds it seeks to offer 
at this time. NEPCO has, and proposes to maintain a conservative and 
well-balanced capital structure. It is currently receiving revenues suffi- 
cient for this purpose. 

We are at one with the FPC in our concern for NEPCO’s financial 
needs. In its order of February 25, 1975, the FPC stated that it can 
and must consider such needs in determining a fair rate of return that 
will enable the company to attract capital, giving consideration to its 
ability to meet its interest coverage for its bonds. 

The objections of the committee to this application are not directed 
to the proposed bond issue itself or to the use of the proceeds of the 
issue to repay NEPCO’s maturing short-term debt. It contends that 
NEPCO is attempting to hinder the efforts of members of the com- 
mittee to secure access to alternative sources of energy. It complains 
principally of various technical provisions contained in tariffs NEPCO 
has filed or is expected to file with the FPC. It also asserts that 
NEPCO has a legal duty to transmit (“wheel”) such energy as its 
members may be able to secure from other sources over its trans- 
mission lines to committee members, but that NEPCO refuses to do so. 
Further, it asserts that the sale of these bonds and payment of the bulk 
of NEPCO’s existing short-term debt will restore NEPCO’s credit 
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and enable it to borrow more money to finance activities to which the 
committee objects. 

The committee requests that two conditions be imposed on the pro- 
posed financing. It asks that NEPCO be required to agree to wheel 
power for the committee members and that NEPCO be prohibited 
from filing with the FPC tariffs if such tariffs include more restrictive 
terms and conditions with respect to energy supply to the committee 
members than are presently effective. They request that the applica- 
tion be set for hearing if NEPCO does not consent to these conditions. 

The committee urges that we have at least concurrent jurisdiction 
with the courts and other federal agencies to hear and determine com- 
plaints as to alleged monopolistic practices of registered holding 
companies or their subsidiaries with respect to the supply of electric 
energy. Indeed, it goes so far as to request us to enjoin, in effect 
NEPCO from seeking relief available to it under the Federal Power 
Act. Contracts for power requirements are too closely related to the 
structure and level of rates to be severed therefrom as committee sug- 
gests. Congress has committed that subject to the FPC, not to us. The 
question of wheeling also would necessarily involve issues as to the 
rates for such service and the technological capabilities of NEPCO’s 
facilities. The committee complains that the FPC considers its express 
jurisdiction to be limited. Our Act does not expressly confer any such 
jurisdiction at all. If allegedly the antitrust laws supplement The 
Holding Company Act (Title I of the 1935 Act) administered by us, 
they should be equally effective under The Federal Power Act (Title 
II) administered by the FPC. The committee’s hope that they might 
secure Speedier relief from us than from the FPC on this subject is 
more flattering than realistic. 

In any event, we are informed that NEPCO by amendment to its 
application before us, represents that it will file at the FPC an agree- 
ment to transmit firm power (so long as transmission capacity, sur- 
plus to NEPCO’s needs, is available) across its lines to petitioners 
from sources other than NEPCO, pending a ruling by the FPC on 
this question or until June 1, 1976, whichever comes earlier. NEPCO 
reserves the right to argue before the FPC that such service is not in 
the public interest. This puts the issue squarely before the FPC where 
in our considered judgment it properly belongs. 

The expenses of the offering, other than the underwriter’s charges, 
which are to be determined by competitive bidding under Rule 50, are 
estimated at approximately $140,000. 

We find that the application—declaration meets the applicable 
standards of the Act. It will be granted. The request for imposition of 
conditions and for a hearing thereon will be denied. 
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IT IS ORDERED, accordingly, pursuant to the applicable pro- 
visions of the Act and rules thereunder, that said application—decla- 
ration, as amended, be, and it hereby is, authorized and approved, ef- 
fective forthwith, subject to the terms and conditions prescribed in 
Rule 24 promulgated under the Act. 

IT IS FURTHER ORDERED that the request of the NEPCO 
Customer Rate Committee for the imposition of the conditions pro- 
posed in their protest and intervention, and the request of that com- 
mittee for a hearing on such conditions, be, and they hereby are, denied. 

By the Commission. 





IN THE MATTER OF 
FINANCIAL PROGRAMS, INC. 
JOHN R. HURLEY 
JAMES R. FRANKENTHALER 
File No. 83-4610. Promulgated March 24, 1975 


Securities Exchange Act of 1934 


FINDINGS AND ORDER 
I 


Financial Programs, Inc. (“Programs”), a mutual fund manager 
registered with this Commission as both broker-dealer and investment 
adviser, was and is investment adviser to and principal underwriter 
for four mutual funds.’ John R. Hurley and James R. Frankenthaler 
were formerly employed by Programs as portfolio managers. To deter- 
mine whether certain allegations about Programs, Hurley and Frank- 
enthaler are true and the remedial action, if any, that ought to be 
taken, these proceedings were instituted? under the Securities Ex- 
change, Investment Company, and Investment Advisers Act.’ Solely 
for the purpose of disposing of this matter and without admitting or 
denying the allegations in the order for proceedings Programs, Hur- 
ley, and Frankenthaler have made offers of settlement. The Commis- 
sion’s staff recommends that those offers be accepted. And the Commis- 
sion has decided to do so.* 

II 


The prospectuses of Program’s funds represented that they were 
professionally managed by competent persons. Actually, Programs 


1 Financial Industrial Fund, Inc., Financial Industrial Income Fund, Inc., Financial 
Dynamics Fund, Inc., Financial Venture Fund, Ine. 

2 Three other persons formerly associated with Programs are also named as respondents. 

3 Section 15(b) of the Securities Exchange Act, Section 9(b) of the Investment Company 
Act, and Section 203(f) of the Investment Advisers Act. 

4No evidentiary hearing has been held. The findings made below rest entirely on the 
order for proceedings and the offers of settlement. Hence they do not bind the non-settling 
respondents. 


45 §.E.C.—34——11312 
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permitted inexperienced and incompetent persons to make significant 
investment decisions for the funds. Hurley, Frankenthaler, and other 
persons committed over $21 million of the funds’ assets to over-the- 
counter securities that were speculative, unseasoned and in limited 
supply. They did that on the basis of recommendations made to them 
by a single salesman. Their reliance on him was excessive. Neither 
Programs, nor Hurley, nor Frankenthaler made any adequate inde- 
pendent study of the companies in question.® 

The issues were thinly traded. And Programs, Hurley, and Frank- 
enthaler caused the funds to buy them repeatedly and heavily. As pre- 
viously noted, the supply of these securities available for trading in 
the public market was quite limited. In some cases, the funds even- 
tually acquired much of that limited supply.® 

Because of those substantial purchases, the prices of the securities 
rose. The funds’ prospectuses, proxy-soliciting materials, and periodic 
reports reflected these price rises and the resulting increases in the net 
asset values of the funds’ own shares. And they did so without disclos- 
ing that the ascending market prices had been caused and were being 
maintained by the funds’ own purchases or mentioning the funds’ in- 
ability to dispose of their holdings at the prices that their own buying 
had created.’ 

The prospectuses said that the funds invested in “securities believed 
to be readily marketable.” The aforementioned securities could not rea- 
sonably have been considered “readily marketable.” § The prospectuses 
also stated : “We do not purchase securities if the purchase would cause 
us, at the time, to have more than 5% of the value of our total assets 
invested in the securities of any one company or to own more than 
10% of the voting securities of any one company (except obligations 





































5 They were Richard Packing Company, Richard Franchise Investment, Ine., Status 
Marketing Corp., Frigitemp Corp., Acrite Industries, Inc., Combustion Equipment Associ- 
ates, Inc., Michael Craig Personnel, Inc., Cassette Cartridge, Inc., Data Lease Financial 
Corp., Component Systems, Underwriters Bank and Trust Company, Neo Tee Corp., 
Dimension V, Ltd., Textone, Inc., Integrated Medical Services, Ltd., and Pan American 
Dynamics. 

6 In none of the instances enumerated in the preceding footnote did the funds acquire in 
the aggregate less than 22% of the total quantity of securities available for public trading. 
It was not uncommon to acquire more than half the floating supply. In one case over 
85% of the securities available for trading were acquired, and in another the 70% mark 
was exceeded. 

7The purchases were made in 1969 and in the first four months of 1970. In May of 
1970 the buying stopped, and the selling began. And the funds were able to sell these 

securities. But the prices they had to accept were so low that most of the original invest- 
ment was lost. 

8Compare The Wolf Corporation, 42 S.E.C. 1042, 1048 (1966); National Lithium 
Corporation, 40 S.E.C. 746, 752 (1961). 
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issued by the U.S. Government).” In practice, these limitations were 
sometimes disregarded.° 

The literature that Programs caused the funds to disseminate about 
themselves did not disclose that the funds had incurred and were in- 
curring unreasonably high transaction costs in the purchase of the 
securities recommended by the salesman, These securities could have 
been and should have been purchased from the dealers who made 
markets in them. But this was not done. Instead they were acquired 
through the brokerage firm with which the recommending salesman 
was associated. Not being a market maker itself, that firm had to buy 
the securities from the market makers with whom the funds could have 
dealt directly. And since the salesman’s firm charged commissions, the 
funds and their shareholders were saddled by excessive transaction 
costs,*° 

Moreover, Programs caused the funds to keep excessive cash balances 
on deposit with a certain bank.’t That bank considered those balances 
when it lent money to persons affiliated with Programs. Finally, for 
more than two years Programs failed to make an adequate inquiry 
into the transactions chronicled herein.” And having made no adequate 
inquiry, it, of course, failed to take appropriate action to recover for 
the funds the losses that they had sustained by reason of the events 
just narrated. 

It follows from the foregoing; that Programs willfully violated and 
willfully aided and abetted willful violations by others of the anti- 
fraud provisions of the Securities, Securities Exchange, Investment 
Company, and Investment Advisers Acts. 



























Iil 










Programs failed to supervise its subordinate employees reasonably 
with a view to the prevention of the foregoing violations. This 







® Another disregarded limitation involved Financial Industrial Income Fund, Ine. Its 
prospectus represented that it would invest in dividend-paying stock and in debt securities 
yielding interest income. Nevertheless, it purchased the debentures of an unseasoned com- 
pany with nominal assets that was financially incapable of paying interest. 

10 This type of interpositioning was a breach of fidvciary duty. As the Commission said 
in Delaware Management Company, Inc., 48 S.E.C. 392, 400 (1967): [R]lespondents did 
not have a legitimate basis for believing that their transactions in portiolio securities on 
behalf of the Funds were in accordance with industry practice and applicabie law. Persons 
engaged in the securities business cannot be unaware of their obligation to serve the best 
interests of customers and that interpositioning is bound to result in increased prices 
or costs.”’ 

11The Commission has suggested that “The balance maintained in such accounts should 
not exceed that amount which is necessary to meet current recurring expenses and distribu- 
tions declared and payable to shareholders.”’ Investment Company Act Release No. 6863, 
Guidelines Relating to Checking Accounts (December 6, 1971). 

12 The period referred to ran from May of 1970 to September of 1972. 

13 Section 17(a) of the Securities Act, Section 10(b) of the Securities Exchange Act and 
Rule 10b—5 thereunder, Section 206 of the Investment Advisers Act, and Section 34(b) of 
the Investment Company Act. 
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breached the duty to supervise imposed by Section 15(b) (5) (E) of 
the Exchange Act." 


IV 


The funds prospectuses said that their shares were available to the 
public through Programs at net asset value plus a disclosed sales 
charge. Actually, however, buyers paid more than that. They were 
made to do so because the “net asset value” that they were charged 
was inflated by appraising the funds’ positions in the salesman- 
recommended issues solely by reference to market quotations that had 
been boosted to and were being maintained at unreasonably high levels 
by the funds’ own massive purchases. Hence those quotations were un- 
realistic guides to fair value.” 

It follows that Programs willfully violated and willfully aided and 
abetted violations by others of Section 22(d) of the Investment Com- 
pany Act. That section provides in pertinent part: 

“No registered investment company shall sell any redeemable security 
issued by it to any person except... at a current public offering price dis- 
closed in the prospectus, and... no principal underwriter of such security 


. Shall sell any such security ... except at a current public offering 
price described in the prospectus.” 


The overstatements of net asset value that imposed unfair burdens 
on incoming; shareholders conferred undue benefits on withdrawing 


shareholders. Those benefits stemmed from the fact that shareholders 
who tendered their shares to the funds for redemption were paid off 
at true net asset value plus hidden premiums stemming from the in- 
flated figures at which the funds carried their positions in the salesman- 
recommended issues. Hence the remaining shareholders were taxed 
for the benefit of those who chose to redeem. That violated Section 
22(c) of the Investment Company Act and Rule 22c-1(a) thereunder 


144No finding is made under Section 203(e)(5) of the Investment Advisers Act. That 
section was not in effect during the relevant period. 

1%In these circumstances Section 2(a)(39) of the Investment Company Act and the 
Commission’s Rule 2a—4 under the Act made it “incumbent upon the Board of Directors 
{of each fund,.and Programs, of course, was represented on those boards] to satisfy 
themselves thu: all appropriate factors relevant to... value... have been considered 
and to determine the method of arriving at the fair value of each such security.’’ Invest- 
ment Company Act Release No. 6295, Securities Act Release No. 5120, Securities Exchange 
Act Release No. 9049, Accounting Series Release No. 118, Accounting for Investment 
securities by registered investment Companies (December 23, 1970). That release goes on to 
stress the gravity and the non-delegable character of the directors’ responsibilities in this 
regard and then points out that: ‘No single standard for determining ‘fair value’. . . in 
good faith can be laid down, since fair value depends upon the circumstances of each 
individual case. As a general principle, the current ‘fair value’ of an issue of securities 
being valued by the Board of Directors would appear to be the amount which the owner 
might reasonably expect to receive for them upon their current sale . . . [F]actors which 
the directors should consider . .. include . . . the fundamental analytical data relating 
to the investment ... and an evaluation of the forces which influence the market in 
which these securities are bought and sold.’’ (Emphasis added. ) 


246-829 0 - 79 - 47 
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which require that redemptions be made only at prices “based on the 
current net asset value.” *¢ 


V 


Programs stresses certain mitigating factors. It asserts that,: 

(1) Its management and that of the funds was changed in May of 
1970—three years before the Commission’s staff began to investigate 
this matter. 

(2) None of the alleged wrongdoing relating to the purchase or 
valuation of securities occurred under the new management. 

(3) The funds’ investment performance under their present man- 
agement has been better than the average performance of comparable 
funds. 

(4) The securities salesman who instigated the improper portfolio 
activity has been convicted in the United States District Court for the 
Southern District of New York for fraudulently inducing the funds to 
buy one of the securities involved. 

(5) When Hurley and Frankenthaler bought and sold securities for 
their own accounts at or about the same time that they were causing 
the funds to buy such securities, they violated Program’s own Code 
of Conduct.” 

Programs also points out that at the time of these events the Com- 
mission had published nothing about the way in which investment 
companies should value thinly traded portfolio securities." 


VI 


Program’s offer of settlement obligates it to: 
(A) Refrain for 180 days from performing any investment 
advisory function for any new client; ?° 


1%6That rule was adopted under section 22(c) of the Act, which when taken together 
with section 22(a) of the statute, authorizes the Commission to prescribe rules about 
redemptions “for the purpose of eliminating or reducing so far as reasonably practicable 
any dilution of the value of other outstanding securities of such company [i.e. the redeem- 
ing investment company] or any other result of . . . redemption . . . which is unfair to 
holders of such other outstanding securities.”’ 

17 See part VII, infra. 

18 Its offer of settlement says: “During the period referred to by the Commission’s Order, 
no rule, regulation or release had been published by the Commission with respect to, and 
there were no generally accepted procedures for, the valuation of portfolio securities at 
other than quoted market prices in cases where a single mutual fund or a group of mutual 
funds, having the same investment adviser, purchased a significant portion of the securities 
of an issuer available for trading in the over-the-counter market, or which otherwise 
purported to limit the aggregate amount of a single issuer which could be purchased by 
such funds.” 

But see Cady, Roberts & Co., 40 S.E.C. 907, 911 (1961): “These antifraud provisions 
encompass the infinite variety of devices by which undue advantage may be taken. . . .” 
See also S.E.C. v. Capital Gains Research Bureau, Inc., 375 U.S. 180, 193 n. 41 (1963) ; 
Foshay v. United States, 68 F, 2d 205, 211 (C.A. 8, 1933). 

19 This will not impair Program’s ability to continue to act for the funds and for other 
existing clients. 
















































FINANCIAL PROGRAMS, INC., ET AL. 723 


(B) Offer the funds $2.5 million in settlement of claims against 
it based on the activities described herein and on other grounds; 

(C) Pay half of that $2.5 million to the funds *° even if their 
Boards of Directors decide to reject Program’s settlement offer 
to them; 7? 

(D) Employ (within 120 days from the date hereof) a special 
compliance officer satisfactory to the Commission,”? who will: 

(i) Review Program’s procedures in managing the funds, 
including those dealing with the supervision of employees 
responsible for the purchase and sale of portfolio securities 
and with the maximum utilization of the funds’ cash 
balances; 

(ii) Prepare a report based on such review, which report 
may recommend changes in and/or additions to Program’s 
present procedures; and 

(iii) Regularly monitor Program’s compliance with the 
manual described in the following paragraph until the com- 
pliance program set forth in that document has been 
implemented ; 

(E) Prepare and adopt (within 180 days after receipt of the 
special compliance officer’s report) a comprehensive manual of 
procedures, which manual shall (i) include a compliance program, 
and (ii) be submitted to the funds and to the Commission ; 

(F) Refrain in the future from causing more than two people 
associated with it to serve on any of the funds’ boards; ** and 

(G) Subject itself to the Commission’s jurisdiction should ques- 
tions arise about its compliance with its undertakings.” 





Vil 





From what has thus far been said, it follows that Hurley and 
Frankenthaler : 






20 This $1.25 million fund has already been deposited with an escrow agent. 

21 Rejection will lead to the division of this $1.25 million among the funds in accordance 
with their respective losses. 

To advance their shareholders’ interests, the funds have undertaken to reconstitute their 
boards by adding three new directors to them. These new directors, who are to be satis- 
factory to the Commission’s staff and independent of Programs, will constitute three of the 
four members of a special committee of each Board to be created for the purpose of deter- 
mining whether to accept or reject Program’s settlement proposals. 

2 The Commission is not to withhold its approval of this person unreasonably. 

2 This commitment will take effect at the next annual meeting of the funds’ share- 
holders. 

% Program’s offer provides that if it “fails to comply with any order issued pursuant 
te this offer or any undertaking made in this offer, the Commission may, after notice and 
hearing, issue such further order, or impose such sanction, as it deems appropriate.” The 
issues in any hearings held pursuant to this proviso will relate solely to Program’s com- 
pliance with its own undertakings and the appropriateness of further relief. All findings 
made herein shall be binding for the purposes of any such subsequent hearing. 
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(1) Willfully violated all of the statutory sections that Pro 
grams violated; and 
(2) Wiilfully aided and abetted Program’s violations. 

Moreover, Hurley and Frankenthaler bought a salesman-recom- 
mended issue for their own accounts not long before that same stock 
was purchased by a Programs-managed fund. They then sold that 
stock at a profit. These transactions were arranged by the recommend- 
ing salesman. Hence they must be deemed vehicles by which he com- 
pensated Hurley and Frankenthaler for channeling the funds’ broker- 
age to him. Accordingly, Hurley and Frankenthaler willfully violated 
Sections 17(d) and 17(e) (1) of the Investment Company Act as well 
as the Commission’s Rule 17d-1 under the former section. 

Section 17(d) prohibits people in positions such as those occupied by 
Hurley and Frankenthaler from entering into any transaction in 
which any registered investment company linked with them is a “joint 
or a joint and several participant . . . in contravention of such rules 
and regulations as the Commission may prescribe for the purpose of 
limiting or preventing participation by such registered . . . company 
on a basis different from or less advantageous than that of any other 
participant.” And Rule 17d-1 requires that every such transaction be 
approved in advance by the Commission. 

As the Commission said a decade ago in another case: 

“In the instant case we do not have the mere happenstance of simul- 
taneous ownership of the same securities by an investment company and 
affiliated persons. On the contrary, . . . Imperial and affiliated persons of 
Imperial undertook at or about the same time to invest in the same com- 
panies at the inducement or arrangement of the same persons. Section 
17(d) seeks to prevent affiliated persons of a registered investment company 
from taking undue advantage of the investment company in transactions in 
which such persons and company participate in a joint undertaking. The 
possibility that the investment company was not disadvantaged does not 
cure the unlawfulness of proceeding with the joint enterprises without 
obtaining the prior approval of this Commission as required by Rule 
17d-1.”* 

Section 17(e) (1) of the Act makes it unlawful for any affiliated 
person of a registered investment company or any affiliated person of 
such person, “acting as agent, to accept from any source any compensa- 
tion ... for the purchase or sale of any property of or for such regis- 
tered company . . . except in the course of such person’s business as 
underwriter or broker.” Its applicability to the instant case is clear. 
As the Commission has said: “Section 17(e)(1) .. . is’designed to 
prevent the receipt, by any affiliated person acting for the investment 
company, of any compensation in connection with the purchase and 


2% Imperial Financial Services, Inc., 42 S.E.C. 717, 727 (1965). 
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sale of investment company assets other than his regular salary or 
underwriter’s or broker’s fees.” *° 
Frankenthaler’s prohibited transaction related to a single security.” 
Hurley’s case involves not only that security, but two others as well. 
In addition, Hurley received merchandise and other benefits from the 
recommending salesman. 
Hence it is appropriate in the public interest to: 
(A) Bar Hurley from both the general securities business and 
the investment company industry, and 
(B) Suspend Frankenthaler from association with any broker, 
dealer, or investment adviser for six months, with the proviso that 
he may after three months from the date hereof become so associ- 
ated as a non-supervisory security analyst, and also bar him from 
association with any investment company with the proviso that 
he may after 18 months from the date hereof apply to the Com- 
mission for permission to become so associated upon a showing of 
appropriate supervision accepiable to the Commission’s staff. 


Vill 


Accordingly, IT IS ORDERED that Financial Programs, Inc. be, 
and it hereby is, required to do all that it has undertaken to do in its 
offer of settlement herein and in the undertaking annexed thereto; 
and it is further 

ORDERED that if the said Financial Progiams, Inc. should fail to 
comply with any of its aforementioned undertakings, the Commission 
may, after notice and hearing, issue such further order with respect to 
Financial Programs, Inc. or impose such additional sanction on it as 
it deems appropriate; and it is further 

ORDERED that John R. Hurley be, and he hereby is, barred from 
association with any broker, dealer, or investment adviser; and it is 
further 

ORDERED that the said John R. Hurley be, and he hereby is, pro- 
hibited from serving or acting as an employee, officer, director, member 
of an advisory board, investment adviser, depositor of, or principal 
underwriter for any registered investment company or any affiliated 

Imperial Financial Services, Inc., supra at 727 (1965). See also United States v. 


Deutsch, 451 F. 2d 98, 113 (C.A. 2, 1971), cert. denied 404 U.S. 1019 (1972): “[T]he 
requisite intent under § 17(e)(1) is intent to give and accept a gratuity in appreciation 
for past or present conduct... .” 

2? His case also presents mitigating factors that are not present in Hurley’s. Franken- 
thaler says that he reported all of his transactions in securities to his superiors and that 
they never advised him that he was doing anything improper. Moreover, Frankenthaler 
lad no prior experience as a mutual fund investment manager. He asserts that the 
guidance and supervision given him by Programs were grossly inadequate. 
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person of such investment adviser, depositor, or principal underwriter ; 
and it is further 

ORDERED that James R. Frankenthaler be, and he hereby is, 
suspended for six months from the date hereof from association with 
any broker, dealer, or investment adviser, provided, however, that he 
may after the expiration of three of said six months become so associ- 
ated in a non-supervisory position as a security analyst; and it is 
further 

ORDERED that the said James R. Frankenthaler be, and he hereby 
is, barred from association with any investment company, provided, 
however, that he may after 18 months from the date hereof and upon 
a showing of appropriate supervision acceptable to the Commission’s 
staff apply to the Commission for permission to become so associated. 

For the Commission, by the Office of Opinions and Review, pursuant 
to delegated authority. 





IN THE MATTER OF 
CHASE INVESTMENT SERVICES OF BOSTON, INC. ET AL.* 


File No. 3-4635. Promulgated March 28, 1975 


Investment Advisers Act of 1940 


FINDINGS AND ORDER 
I 


John P. Chase (“Chase”) has been in the investment advisory busi- 
ness in Boston for many years.’ Chase is Chairman of the Board of 
John P. Chase, Inc. (“JPC”), a registered investment adviser.? JPC’s 
clientele consists of institutions and of individuals with accounts of 
$500,000 or more.* JPC has about $475 million under management. 

Chase Investment Services of Boston, Inc. (“CIS”), a wholly-owned 
subsidiary of JPC and itself a registered investment adviser, serves 
smaller accounts.* CIS’s minimum account is $25,000. It manages 
about 480 accounts with aggregate assets of some $18 million.® CIS’s 
policies are shaped by its parent, JPC.° 

Lawrence M. Tilton and Jack W. Swenson were formerly associated 
with CIS and JPC. Tilton was CIS’s president and directed the ef- 
fort to market its services. He was also a vice president of JPC. 
Swenson, CIS’s chief portfolio manager, was also its executive vice 


*John P. Chase, Inc.; John P. Chase; Lawrence M. Tilton; and Jack W. Swenson. 

1His attorneys states that “he has been a leader in the financial community for over 
42 years.” 

2 Until April of 1974, ‘Chase was also JPC’s chief executive. 

3The present JPC, a wholly owned subsidiary of Continental Investment Corporation 
(of which Chase is a director and a stockholder), is the successor to another corporation 
of the same name. References to JPC in this document relate to both the present company 
and its predecessor. 

4 Just as there was an old JPC and a new one, so too there was an old CIS and a new 
one. The old CIS was called Chase Investment Services, Inc. It did not have the phrase 
“of Boston” in its name. CIS is used in this document to refer to both companies. 

5CIS’s business used to be substantially larger. From the beginning of 1967 to the 
present CIS managed the accounts of over 2,400 clients. The assets in those accounts 
totaled over $100 million. 

But in 1972, 1973 and 1974, over 1,000 clients cancelled their investment advisory 
contracts with CIS. Most of them did so after sustaining substantial losses. Until about 
March of 1973 CIS gave no rebates to clients who cancelled before the end of the period 
covered by the fee that they had already paid. 

* Chase is CIS’s treasurer and also serves on its Board of Directors. 


45 S.E.C.—IA40——449 
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president as well as a vice president of JPC. Swenson recently en- 
tered the investment advisory business on his own account as a sole 
proprietor. Accordingly, he is now himself a registered investment 
adviser. 







II 










To determine whether certain allegations about the above-named 
respondents are true and what remedial action, if any, ought to be 
taken, this proceeding was instituted under the Investment Advisers 
and Securities Exchange Acts. Solely for the purpose of disposing 
of this matter and without admitting or denying the allegations in 
the order for proceedings, Chase, CIS, JPC, Tilton and Swenson 
have made offers of settlement. The Commission’s staff recommends 
that those offers of settlement be accepted. And the Commission has 
decided to do so. 

No evidentiary hearing has been held. The findings made below rest 
entirely on the allegations in the order for proceedings and on the 
offers of settlement. Respondents have consented to the sanctions that 
this order imposes. 















III 










CIS offers what it calls professional investment management or 
investment counsel service. For this it charges an annual fee of 2% of 
the first $75,000 under management plus lower percentages on those 
portions of a particular account’s assets in excess of that figure.’ The 
first year’s fee is paid at the outset. Subsequent fees are paid semi- 
annually in advance and are generally deducted from the client’s 
account. 

CIS, Swenson, and Tilton represented that CIS: ® 

(A) Gave smaller investors professional investment management 
and investment counsel tailored to the client’s personal requirements; 

(B) Provided such smaller investors with a service comparable to 
that furnished to the wealthy by JPC and other investment counsel 
firms; 

(C) Made what was in effect a daily reappraisal of all factors af- 
fecting the particular account; and 

(D) Managed accounts flexibly, placing funds in bonds or short- 
term debt securities when the economic climate was unfavorable so as 





















7™CIS raised its rates in August of 1970. Up to that time it charged 2% of the first 
$25,000 under management, 1% of the next $25,000 and one-half of 1% of the next 
$250,000. 

8 With respect to CIS, the period in question runs from at least January 1, 1967 to the 
present. In Swenson’s case the relevant period begins no later than January 1, 1967 and 
ends in July of 1974. In Tilton’s case the relevant period runs from at least August 1, 
1970 to October 31, 1973. 
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to establish reserves for the subsequent. purchase of equity securities 
when the outlook for equities became more attractive. 

These representations were materially false and misleading. CIS’s 
service was in no way comparable to that provided by JPC. A CIS 
portfolio manager “supervised” from 300 to 500 accounts. JPC’s port- 
folio managers, on the other hand, generally handled less than 60 
accounts, 

CIS clients did not get personalized treatment. No inquiry was made 
about their personal needs, financial requirements, tax situations, and 
ability to bear risks. And when such information was obtained, it was 
disregarded. When funds were not placed in equities, cash balances 
in clients’ accounts lay idle and wholly unproductive. 

CIS assigned each client to one of three broad categories.® Invest- 
ment decisions were made for these impersonal categories without 
regard to either the particular needs of the flesh and blood people in 
the categories or material changes in CIS’s research positions. Thus a 
CIS client received about as much personal service as he would have 
gotten from a mutual fund. But the advisory fees and the brokerage 
commissions that he paid were substantialy higher than those that he 
would have borne had he invested in a mutual fund. 


IV 


From May of 1971 to June of 1973, CIS, Tilton, and Swenson repre- 
sented that CIS had done well for its clients. More specifically, they 
said that all “growth-oriented” accounts under continuous CIS man- 
agement in the four years between March 1967 and March 1971 had 
increased by an average of 89.7%. When that four year period was ex- 
tended to a fifth year, the results became even more enticing. For the 
five years ending in March of 1972 an average increase of 106.6% was 
claimed.,?° 

People were not told that: 

(A) These dazzling results reflected the average performance of but 
five accounts. Even within that extremely limited sample perform- 
ance varied widely. 

(B) No audit of CIS’s 1967-1971 investment results had been 
made." 

(C) Both CIS’s overall performance and the investment results 
achieved by most of its growth-oriented accounts were far less favor- 
able for the periods in question. 


° The category in which a person was placed depended on his investment objective. 

1 CIS and Tilton claimed that these results had been audited by certified public ac- 
countants. Swenson, however, is not found to have done so. 

1 See the preceding footnote. 
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(D) During other periods when CIS had a far larger volume of 
assets under management, most of its clients lost money. 


V 


The fraudulent claims about past results were supplemented by rep- 
resentations that: 

(A) CIS’s goal for a client who had “maximum capital apprecia- 
tion” as his objective was to double his money in five years—this goal 
was realistic; it had actually been achieved in the past. 

(B) CIS’s professional investment management could reduce the 
risks of investing. 

(C) CIS invested prudently in securities of good quality and did 
not trade or speculate. 

Actually, however, only four of CIS’s “maximum capital appre- 
ciation” clients had doubled their money in five years. Moreover, CIS’s 
investments were not broadly diversified. They were confined to a 
limited group of issues, most of which were risky and speculative. 
Clients were not told this. 

Nor were those who stated their objective as maximum capital ap- 
preciation warned that they were likely to experience fluctuations sig- 
nificantly greater than those in leading market indicators (such as 
the Dow Jones Industrial Average) and substantial downside risks. 


VI 


CIS relied heavily on referrals from brokers and dealers as a source 
of new clients.’* Clients referred to CIS in this way were not told that 
CIS was inducing brokers to send its business by splitting its ad- 
visory fees with the referring brokers.’* Nor were clients told of an- 
other substantial benefit that went to the referring broker. CIS saw to 
it that referring brokers knew that the typical CIS account had a 
portfolio turnover of about 100% during the first year and of about 
50% thereafter and that the extremely substantial brokerage commis- 
sions generated by all this activity would inure to the broker’s benefit." 


Vil 


From the foregoing it follows that: 
(A) CIS, Tilton, and Swenson willfully violated and willfully aided 


44Tt required each client to grant it discretionary authority to buy and sell securities 
without prior consultation with or comment from him. It also insisted that the client 
maintain an account with a broker. CIS would then execute all transactions through that 
broker. In most instances this business went to the broker who had referred the client 
to CIS in the first place. 

13 The kickbacks ranged from 10% to 25% and were not limited to the first year’s fees. 

14 See n. 12, supra. 
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and abetted each other’s willful violations of the antifraud provisions 
of the Investment Advisers and Securities Exchange Acts.** 

(B) JPC and Chase himself failed reasonably to supervise with a 
view to preventing the aforementioned violations.** 


Vill 




















The Commission’s conclusion that the sanctions to which the re- 
spondents have consented are sufficient to vindicate the public interest 
and appropriate for the protection of investors was influenced by CIS’s 
undertaking—joined in by JPC—to: 

(A) Develop standards and procedures to assure each investment 
advisory client of personalized treatment; ** 

(B) Deliver a written statement to prospective clients disclosing all 
material facts about CIS’s advisory service, including CIS’s invest- 
ment methods, the risks inherent in those methods as well as the risks 
incident to any form of investment in securities, personnel, sources 
of research, and means and methods of executing brokerage 
transactions. 

(C) Monitor and establish reasonable supervisory controls on sales 
presentations made by CIS personnel and by other persons on CIS’s 
behalf ; 

(D) Establish a central file, which will contain a copy of any com- 
plaint letter from or on behalf of a CIS client; a memorandum of 




























4 Sections 206(1), 206(2), and 206(4) of the Investment Advisers Act and Rule 
206(4)-1(a) under that statute. Section 10(b) of the Securities Exchange Act and the 
Commission’s Rule 10b—5 thereunder. In addition, CIS willfully violated Section 208(c) (2) 
of the Investment Advisers Act which makes it unlawful for any registered investment 
adviser “to represent that he is an investment counsel or to use the name ‘investment 
counsel’ as descriptive of his business unless . . . a substantial part of his or its busi- 
ness consists of rendering investment supervisory services.” The term “investment super- 
visory services” is defined in Section 202(a)'(13) of the Act as “the giving of continuous 
advice as to the investment of funds on the basis of the individual needs of each client.” 
As a wellknown treatise says, ‘““The criterion for the use of the descriptive term ‘invest- 

.ment counsel’ is . . . the continuity and personalized nature of the advice... .” 2 Loss, 
Securities Regulation 1413 (2d ed. 1961). It is further found that Tilton and Swenson 
willfully aided and abetted CIS’s willful violations of this section. 

14 They thus violated Section 203(e)'(5) of the Investment Advisers Act. 

17 This will involve: 

(i) Obtaining information about the client’s needs and investment objectives ; 

(ii) Affording the client an opportunity to discuss this information. 

(iii) Having reasonable grounds to consider the service suitable to the particular 
prospect’s needs ; 

(iv) Having reasonable grounds to believe that investment decisions are suitable to 
the client’s particular needs ; 

(v) Reviewing each client’s account on a continuous basis: 

(vi) Giving each client reasonable access to his account manager; 

(vii) Establishing minima with respect to account size and personnel requirements 
as well as limitations on the number of accounts to permit personalized investment treat- 
ment to the client ; and 

(viii) Providing a procedure for investing the idle cash in clients’ accounts in an 


interest-bearing account or in a security or for withdrawing such cash from CIS’s 
supervision. 
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any complaint received verbally from or on behalf of a CIS client; 
a copy of any written response by CIS and/or a memorandum of 
CIS’s action in response to the complaint ; 

(E) Develop other recordkeeping and review practices that will 
help implement the procedures spoken of in paragraph (C) 
hereinabove; 

(F) Proscribe any fee-splitting arrangements; 

(G) Develop other procedures to protect the integrity of CIS’s 
relationship with its clients and to assure CIS’s independence from 
brokers and dealers; 

(H) Have the foregoing standards and procedures as well as all 
sales literature and practices reviewed by counsel ; 

(I) Submit a memorandum to the Commission’s Division of En- 
forcement containing a detailed description of the new procedures 
that CIS has established and of the methods by which these procedures 
will be implemented (this memorandum is to be furnished within 30 
days from the date hereof) ; 

(J) Retain an independent consultant, satisfactory to the Commis- 
sion’s Division of Enforcement, who will review CIS’s new procedures 
and their implementation and report his findings to the Commission’s 
Division of Enforcement; ?* and 

(K) Preserve all of its books and records and those of its precedessor 
for five years. 

Swenson has submitted an undertaking comparable to CIS’s with 


respect to his future conduct as a self-employed investment adviser. 
He also states that : 


[For] a time after the inception of CIS’s advisory service, he attempted— 
within ... limits ... to render personalized treatment to those clients who 
had initial contact with him. However, as the service grew he was directed 
by his superiors on a number of occasions to limit personal contact with 
clients and to restrict his activities to the office management of portfolios.” 

Tilton states “that since October 31, 1973, he has not engaged in any 
way in any aspect of the investment advisory or broker-dealer busi- 
ness” and that he “has no present intention to engage in the investment 
advisory or broker-dealer business.” Accordingly, he undertakes 
neither to register as an investment adviser or a broker-dealer nor to 
associate himself with any registered investment adviser or broker- 
dealer. 


IX 


Accordingly, IT IS ORDERED that John P. Chase, Inc., Chase 
Investment Services of Boston, Inc., Lawrence M. Tilton, and Jack W. 


18 This person is to be appointed approximately one year from the date hereof. 
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Swenson be, and they hereby are, required to do all that they have 
undertaken to do in their offers of settlement herein and in the under- 
takings annexed thereto; and it is further 

ORDERED that John P. Chase, Inc. and Chase Investment Serv- 
ices of Boston, Inc. be, and they hereby are, suspended for the 180 days 
beginning at the opening of business on March 31, 1975, from soliciting 
or accepting new investment advisory clients for or on behalf of Chase 
Investment Services of Boston, Inc.; and it is further 

ORDERED that Chase Investment Services of Boston, Inc., serves 
its existing clients at cost during the aforementioned 180-day suspen- 
sion period; and it is further 

ORDERED that John P. Chase be, and he hereby is, suspended 
from associating himself with any investment adviser for the 30 days 
beginning at the opening of business on March 31, 1975; and it is 
further 

ORDERED that the registration of Jack W. Swenson as an invest- 
ment adviser be, and the same hereby is, suspended for the 30 days be- 
ginning at the opening of business on April 16, 1975; and it is further 

ORDERED that the said Jack W. Swenson be, and he hereby is, 
suspended from association with any investment adviser for the 30 


days that will begin at the opening of business on April 16, 1975; and 
it is further 


ORDERED that Lawrence M. Tilton refrain from either register- 
ing with the Commission as an investment adviser or a broker-dealer 
or associating himself with any registered investment adviser or any 
registered broker-dealer without the Commission’s prior written 
approval. 

For the Commission by the Office of Opinions and Review, pursuant 
to delegated authority. 





IN THE MATTER OF 
SAMUEL H. SLOAN 
doing business as 
SAMUEL H. SLOAN & CO. 
File No. 83-3680. Promulgated April 28, 1975 
Securities Exchange Act of 1934 
BROKER-DEALER PROCEEDINGS 
Grounds for Remedial Action 


Where registered broker-dealer willfully violated Exchange Act’s recordkeep- 
ing, net capital and reporting provisions and had also been enjoined from violat- 
ing certain of those provisions as well as those requiring that records be made 
available for examination by Commission representatives and precluding the 
initiation of quotations without specified information, held, public interest re- 
quires revocation of broker-dealer registration, and bar of sole proprietor from 
association with any broker-dealer. 


APPEARANCES : 

Robert W. Taylor for Samuel H. Sloan, doing business as Samuel H. 
Sloan & Co.; and Samuel H. Sloan, pro se. 

William D. Moran, William Nortman, Thomas R. Beirne, Alan M. 
ashes and Jerome M. Selvers, for the Division of Enforcement of the 
Commission. 


FINDINGS AND OPINION OF THE COMMISSION 
I. BACKGROUND 


This case deals with the back office operations of a small securities 
firm in New York City. Finding serious deficiencies in those opera- 
tions and an injunction based thereon, the administrative law judge 
revoked the broker-dealer registration of Samuel H. Sloan & Co. (“reg- 
istrant”), and barred Samuel H. Sloan, registrant’s sole proprietor, 


45 S8.E.C.—34——_11376 
734 





SAMUEL H. SLOAN, ET AL. 735 


from association with any broker or dealer. Respondent’s petition for 
review of that decision brings the case to us.” 

This administrative proceeding is closely intertwined with a judcial 
one. Ox our complaint, the United States District Court for the 
Southern District of New York preliminarily enjoined respondent on 
June 24, 1971, with his consent, from effecting transactions while reg- 
istrant was not in compliance with the recordkeeping and net capital 
provisions under the Securities Exchange Act.* Thereafter the instant 
proceeding was instituted. It was based on the preliminary injunction 
and on specified violations, most of which had also been alleged in the 
injunctive action.* Following the issuance of the administrative law 
judge’s initial decision which took cognizance of the preliminary in- 
junction, the court in January 1974, after a trial, entered a permanent 
injunction.°® 

II. RECORDKEEPING VIOLATIONS 


We find, as did the administrative law judge, that registrant will- 
fully violated the recordkeeping provisions of Section 17(a) of the 
Exchange Act and Rule 17a-3 thereunder.® A broker-dealer inspection 
conducted by our staff in January 1971 (about eight months after reg- 
istrant’s registration became effective) revealed various infractions in 
this area. Following such inspection, registrant was kept under close 
surveillance with frequent visits being made by our staff from January 
to August 1971. 

The initial inspection disclosed, among other things, that capital, 
income and expense items were not properly recorded in the regis- 
trant’s general ledger; that the stock record was not kept current; that 


1 Registrant became registered with us in May 1970 as a partnership consisting of Sloan 
and another person. The other pairtner withdrew from the firm in Janunry 1971, making 
Sloan its sole proprietor. Sloan thereafter sought to have registrant registered as a sole 
proprietorship, but this was not accomplished because of defective filings. Hence regis- 
trant is still carried on our records as a partnership although now wholly owned by 
Sloan. Accordingly, we shall for present purposes treat registrant as a sole proprietorship. 

2 Briefs were filed with us by respondent and our Division of Enforcement. Our findings 
are based upon an independent review of the record. 

3§.L.C. v. Sloan, 71 Civil 2695. Respondent consented to the entry of the preliminary 
injunction, without either admitting or denying the allegations in our complaint. 

“The Securities Exchange Act (Sections 15(b)(5) and (7)) authorizes us to impose 
remedial sanctions if we find it in the public interest to do so and that any respondent 
(1) is permanently or temporarily enjoined by any court from engaging in any conduct in 
connection with broker-dealer activities or the purchase or sale of securities, or (2) has 
willfully violated any provision of the Exchange Act or rules thereunder. 

5Sloan’s appeal from the permanent injunction was dismissed for want of prosecution 
on March 27, 1975. 8.2.0. v. Sloan, Docket No. 74-1436 (C.A. 2). 

*The administrative law judge also found willful violations of the record-preservation 
provisions of our Rule 17a—4 under Section 17(a). We do not agree. We do not consider 
that the failure to preserve records, as required by Rule 17a-4, constitutes a separate and 
additional infraction once a violation has been found based upon a failure to make those 
same records, as required by Rule 17a-3. L. C. Fisher Company, Inc., 45 S.B.C. 300 (1973). 
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there was no account record of bank balances; and that no trial balance 
had been prepared. Stating that the inspection showed that respond- 
ent’s records did not comply with our requirements and afforded no 
basis for establishing his financial position, our staff asked Sloan to 
produce a trial balance and other data. He furnished something. But 
no capital computation could be made from what he submitted. 

A subsequent examination was made on February 25. It disclosed 
that the stock record and customer ledger were not up-to-date, and that 
the income and expense account was not properly maintained. A 
March 19 examination revealed a capital contribution on the books of 
$58,175 when, in fact, no such contribution had been made. 

On April 8 our investigator was once more in respondent’s office. 
But he could not conduct an examination. According to him, Sloan 
said “he had no books, per se”—all he had were debit and credit slips 
pending the receipt of “machine runs” from a bookkeeping service that 
used the slips to produce his records, From those slips our investigator 
was unable to prepare a trial balance. Having received the March 31 
trial balance eleven days after his April 8 request for it, he returned to 
registrant’s office on May 6 to verify it. But he could not do so. He was 
unable to obtain the stock record and daily blotter. On August 10 he 
went to registrant’s office to make an inspection. But the books were 
unavailable.” When he was able to make an inspection two days later, 
he found the general ledger posted only through July 31. 

The foregoing chronicle shows extensive and persistent recordkeep- 
ing deficiencies during the first eight months of 1971.8 Moreover, com- 
putations of net capital during that year were not prepared as re- 
quired.® And our staff generally had to make about two or three re- 
quests for each trial balance it obtained from registrant.’ 


III. NET CAPITAL VIOLATIONS 


We find, as did the administrative judge, that registrant willfully 
violated Section 15(c) (3) of the Exchange Act and Rule 15c3-1 there- 
under by effecting securities transactions and attempting to induce 
them when registrant’s aggregate indebtedness exceeded 2,000% of 
registrant’s net capital. 

Net capital deficiencies ranging from $718 to $70,064 were found 
by the administrative judge on ten dates in 1971 and on an eleventh 


7 Our inspector testified he was told respondent’s accountant had them. 
*Sloan’s claim that he gave our staff certain papers (a deposit slip, a trial balance, 
and a stock record) has no bearing on these deficiencies. 


* Net capital computations, as well as trial balances, are required by Rule 17a 3(11) 
to be “prepared currently at least once a month.” 


10 Ultimately, however, it obtained almost all of the trial balances it requested. 
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date in January of 1972.11 And respondent does not challenge those 
findings. What he attacks is the administrative judge’s finding that he 
engaged in so-called “new” business from the end of July to Septem- 
ber. He claims that such business as he did in that period consisted en- 
tirely of liquidating his long positions and covering his short positions. 
That, he says, was permissible under an agreement that he had reached 
with our staff on July 28, which allowed him to close out existing po- 
sitions but precluded him from conducting new business. 

But Sloan’s own testimony shows that he engaged in the securities 
business in the usual unrestricted sense from January to July 28, 1971. 
And in January of 1972 he inserted quotations for various securities 
in the sheets published by the National Quotation Bureau, Inc. In view 
of registrant’s net capital deficiencies in January, February, June and 
July, 1971,'* and in January of 1972, during these periods registrant 
clearly violated the Exchange Act’s net capital requirements.’* It is 
equally clear that those violations were willful ** as that term is used 
for Exchange Act purposes.® 


IV. NONCOMPLIANCE WITH REPORTING REQUIREMENTS 


Respondent’s Rule 17a—5 report of financial condition for 1970 and 
his report of income and expenses under Rule 17a-10 for the same year 


1 He found the following deficiencies on the dates set forth below: 

1971: 
Jan, 
Jan. 
Feb. 
June 
July 
Aug. 
Sept. 
Oct. 
Nov. 
Dec. 

1972: 
Jan. 


12 Respondent admits that his net capital was deficient during this period. He states 
that under his July 28 agreement with our staff “he was to be permitted to correct his... 
net capital deficiencies by conducting a limited securities business.” (Emphasis added.) 

4 Section 15(c)(3) prohibits a broker-dealer not only from effecting transactions, but 
from attempting to induce them, in contravention of our rules. Hence a securities dealer 
whose net capital is deficient is barred from inserting quotations in the sheets. 

4 An act is “willful” within the meaning of that word as used in Section 15(b) of the 
Exchange Act even if the actor does not intend to violate the law. The act which consti- 
tutes the violation is ‘‘willful’ whenever the actor intends to do that which he did. 
Tager v. 8.E.C., 344 F. 2d 5, 8 (C.A. 2, 1965) ; Gearhart € Otis, Inc. v. 8S.E.0., 348 F 2d 
798, 802-3 (C.A.D.C. 1965). 

15 We think it unnecessary to reach certain other net capital infractions alleged in the 
order for proceedings and found by the administrative judge. 
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were admittedly filed late.** Hence registrant willfully violated Sec- 
tion 17(a) of the Exchange Act and Rules 17a-5 and 17a-10.”” 


V. INJUNCTION 


As noted at the outset, the preliminary injunction on which this 
proceeding was initially based has now become permanent. The perma- 
nent injunction, unlike the preliminary one, was entered after a trial. 
On the basis of the evidentiary record before it, the court found will- 
ful violations of our recordkeeping and net capital provisions, in a 
number of instances the same or substantially the same as those that 
we have found on the basis of the record before use.’* Those judicial 
findings show a continual pattern of recordkeeping and net capital 
violations including some between May 1973 and January 1974, a 
period subsequent to that involved in these proceedings.*® 


VI. OTHER MATTERS 


Sloan says that institution of the earlier injunctive action con- 
stituted an election by us of the forum in which to proceed against 
him.” That is not so.21 The Exchange Act provides several parallel 
and compatible procedures for the attainment of its objectives, and 
resort to one avenue does not preclude the use of another.”? The injunc- 


14@Under Rule 17a-5 as then in effect, a broker-dealer was required to file his report 
of financial condition not more than 45 days after the date of the report. The rule further 
specified that the date of his first report should be from one to five months after his 
registration became effective. Since registrant became registered on May 10, 1970, he 
was required to file his report by November 1970. But he himself says it was not filed until 
March 1971. 

Rule 17a-10 requires that a report of income and expenses and related information be 
filed not later than 120 days after the close of the calendar year. Although it was required 
to be filed by April 1971, respondent says he did not do so until December 1971. 

17 Registrant also willfully violated Section 17(a) of the Exchange Act and our Rule 
17a-—11 thereunder from September 15, 1971 (the date on which that rule went into effect) 
until January of 1972. That rule requires that a broker-dealer give the Commission tele- 
graphic notice of his net capital deficiency on the day it occurs and, within 24 hours, file 
a report of financial condition. The administrative judge found that registrant never 
furnished any such notice or report. And no exception has been taken to this finding. 

18 §.2.C. v. Sloan, 369 F. Supp. 996 (S.D.N.Y. 1974). 

1% Among other things, the court found that since August 1973 (the opinion issued in 
January 1974) respondent had not made his books and records available for inspection 
by our staff, “although numerous efforts were made by the Commission to arrange such an 
inspection.” It also found net capital violations in May and August 1973. 

7 He also asserts that attorneys on our staff engaged in unprofessional conduct. But 
most of these charges relate to the injunctive proceedings. Hence they are irrelevant here. 
Nothing has been alleged that goes to the merits of the matter before us. 

™ Kamen & Company, 43 S.E/C. 97, 108 n. 17 (1966) ; A. G. Bellin Securities Corp., 39 
S.E.C. 178, 186 (1959). See also Lile € Co., Inc., 42 S.E.C. 664, 670 (1965). Compare United 
States v. Kordel, 397 U.S. 1, 11 (1970): “It would stultify enforcement of Federal law 
to require a governmental agency . . . invariably to choose either to forego recommendation 
of a criminal prosecution once it seeks civil relief, or to defer civil proceedings pending 
the ultimate outcome of a criminal trial.” 

22 See Clinton Engines Corporation, 41 S.E.C. 408, 412-413 (1963) ; A. J. White € Co., 
45 S.B.C. 459 (1974). 
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tive and administrative remedies serve different purposes, one restrains 
further violative activity, the other seeks to determine whether it is 
in the public interest to exclude somebody from the securities busi- 
ness or to limit his activities in it. Far from being a barrier to ad- 
ministrative action, an injunction is an express and distinct ground 
for such action.”* 





VII. PUBLIC INTEREST 


Respondent argues that the revocation and the bar imposed by the 
administrative judge are excessive and unwarranted. We disagree.” 
Sloan’s violations are neither trivial nor technical. They involve fla- 
grant and long-continued breaches of significant duties imposed on 
persons in the securities business.*° 


Sections 15(b) (5) and (7) of the Exchange Act summarized in n. 4, supra. 

Respondent argues that the text of the Exchange Act is of no moment because the whole 
thing is unconstitutional. It is not for us to pass on that. Having been instructed by 
Congress to administer the Act, we are constrained to assume that statute is valid unless 
and until the courts hold otherwise. See Milton J. Wallace, 45 S.E.C. 694, 697 (1975) ; 
Mutual Fund Distributors, Inc., 41 S.B.C. 174, 181 (1962) ; Walston € Co., 5 S.B.C. 112, 113 
(1939). Nevertheless we think it appropriate to note that respondent’s constitutional 
contentions are nothing less than an attack on all Federal administrative law since they 
assume that Congress cannot vest this and other Federal agencies with quasi-legislative 
and quasi-judicial powers, and that respondent cites nothing (other than his own ideas 
about the Constitution) in support of this radical position. We also note that the Supreme 
Court seems to take a different view. See Butz v. Glover, 411 U.S. 182, 187 (1973) where 
the court cited with approval Hiller v. S.E.C., 429 F. 2d 856, 858-859 (C.A. 2, 1970) and 
Dlugash v. 8.H.C., 373 F. 2d 107, 110 (C.A. 2, 1967). 

% Respondent says that he rejected a settlement calling for a 60-day suspension sug- 
gested by our staff prior to the hearings. But the asserted willingness of our staff to 
recommend that we accept a 60-day suspension for purposes of settlement (only we, not 
our staff, can accept an offer of settlement—see Rule 8(a) of our Rules of Practice) is 
irrelevant. As we said in Haight 4 Company, Inc., 44 S.EJC. 481, 512-513 (1971), 
afirmed without opinion (C.A.D.C, June 30, 1971) : “In settlement cases, where as a rule 
there is no admission of violations, we take into account pragmatic considerations such 
as the avoidance of time-and-manpower-consuming adversary proceedings.” Here, however, 
the record before us is fully developed. And it establishes various violations. Cf. Security 
Planners Associates, Inc., 44 S.E.C. 738, 743-744 (1971). Sloan’s idea that a settlement 
proposal by our staff sets some sort of a ceiling on the sanction that can be imposed 
after a record has been developed is fallacious. Such a rule would undermine the settle- 
ment process that the Administrative Procedure Act seeks to encourage. That statute pro- 
vides that ‘“‘The agency shall give all interested parties opportunity for—(1) the sub- 
mission and consideration of . . . offers of settlement, or proposals of adjustment. .. .” 
5 U.S.C. § 554 (c). See also First Detroit Securities Corporation, 45 S.E.C. 484, 486 (1974). 
If respondents were assured that a trial could never result in a sanction more severe 
than the one suggested by our staff in settlement discussions, they would have little, 
if any, incentive to settle. And even if we were otherwise inclined to give some slight 
weight to an abortive settlement proposal made by our staff, we could not properly do 
so in this case. Here we have facts and circumstances before us that were unknown to 
and could not possibly have been foreseen by our staff at the time of the settlement talks. 

% See Blaise D’Antoni ¢ Associates, Inc. v. S.E.C., 289 F. 2d 276, 277, (C.A. 5, 1961) 
(“The net capital rule is one of the most important weapons in the Commission’s arsenal to 
protect investors.’’) ; Fox Securities Company, Inc., 45 S.E.C. 377, 384 (1973) (“accurate 
and current records are essential to enable a broker-dealer to determine compliance with 
the net capital and other requirements.”) ; Wanda O. Olds, 37 S.E.C. 23, 26 (1956) 
(“The requirements that books be kept current and financial reports be filed on time and 
in proper form are important’’) ; Scientific Investors Corporation, 41 S.E.C. 618, 619 
(1963) (‘Reports are important not only to inform investors but because they may open 
avenues of inquiry which may well lead to collateral information having a direct bearing 
upon the broker-dealer’s compliance with other rules of the Commission.”). 
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Hence we find, as did the administrative judge, that it is in the pub- 
lic interest to revoke registrant’s broker-dealer registration °° and to 
bar Sloan himself from associaiton with any broker or dealer. In ar- 
riving at that conclusion we have given some weight to the fact that 
in January of this year Sloan was again enjoined on our complaint. 
That second injunction : 

(A) Restrains Sloan from removing, destroying, or altering 
the books and records required by Section 17(a) of the Exchange 
Act and our rules thereunder ; 

(B) Orders him to permit our staff to make an immediate ex- 
amination of those records in an easily accessible place; and 

(C) Restrains him from initiating quotations for over-the-coun- 
ter securities when he lacks the information required by our Rule 
15c2-11 under Section 15(c) (2) of the Exchange Act.” 

Sloan’s own papers in the second injunctive suit show his continuing 
disposition to disregard or defy the rules governing registered broker- 
dealers. He glories in having submitted “more than 350” quotation 
applications “in the face of an admonition by the S.E.C. that the 
submission of these forms constituted a violation of its rules.” And in 
an affidavit submitted to the Court of Appeals he has said: 

“TI do not intend to comply with the... injunctive order. I am 
sure that both Judge Ward [the district judge] and the S.E.C. 


realize that this is the case. However, I would much prefer to have 
this matter decided . . . quickly so as to reduce the likelihood that 
I will actually be held in contempt. ... Clearly, if I am actually 
held in contempt, I will suffer irreparable harm.” *8 
An appropriate order will issue. 
By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Sommer); Commissioner Potxack not participating. 


26 We therefore deny his request for withdrawal of registrant's broker-dealer registration. 

"8.2.0. v. Sloan, 74 Civil 5729 (U.S.D.C., S.D.N.Y.). Sloan’s appeal from the second 
injunction is pending before the United States Court of Appeals for the Second Circuit. 
Yet the fact remains that a court of competent jurisdiction found the second injunction 
appropriate and that it did so over Sloan’s vehement opposition. That is a circumstance 
to be considered in assessing the requirements of the public interest. Compare Summit 
Equities Corp., 45 S.E.C. 333 (19738). 

°° The affidavit in which this statement appears was made in support of Sloan’s unsuc- 
cessful application for a stay of the second injunction. Sloan’s earlier petition to the 
Court of Appeals for a writ of mandamus against the district judge is in the same vein. 
After stating that “the S.E.C. has known... that the petitioner was not going to make 
his books and records readily available,’ he goes on to say: “It is no secret that the 
petitioner has not paid ...any... S.E.C. assessment in more than two years. It is no 


secret that the petitioner has not filed any financial statements with the S.E.C. for two 
years.” 





IN THE MATTER OF 
TRANSOK PIPE LINE COMPANY 
PUBLIC SERVICE COMPANY OF OKLAHOMA 
File No. 70-5475. Promulgated May 13, 1975 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


Public Service Company of Oklahoma (“PSO”), an electric utility 
subsidiary company of Central and South West Corporation 
(“CSW”), a registered hold'ng company, and Transok Pipe Line 
Company (“Transok”), a subsidiary pipe line company of PSO, have 
fi'ed two application-declarations, and amendments thereto, with this 
Commission pursuant to Sections 6, 7, 9, 10, and 12 of the Public 
Utility Holding Company Act of 1935 (“Act”) and Rules 43 and 
45 promulgated thereunder regarding the following proposed 
transactions. 

On April 2, 1974, we published a notice (File No. 70-5475) of a 
proposal by PSO to issue and sell notes to non-affiliated persons in 
connection with the proposed acquisition of certain real estate, and 
for Transok to issue and sell notes to PSO in an amount not to ex- 
ceed $15,000,000. The proceeds of the Transok notes were to be used 
to refund previous advances by PSO and to finance Transok’s capital 
requirements.? 

On April 24, 1974, six wholesale customers of PSO (“petitioners”) 
filed a petition to intervene and to consolidate the proceeding in 70- 
5475 with a hearing on a complaint which they had previously filed. 
PSO oppos-d this petition. It subsequently filed amendments stating 
(1) that having purchased the real estate for cash, it had no need for 
the authorization to issue notes for the purchase, and (2) that Transok 
had obtained funds from other sources to meet the requirements for 
which the proposed $15 million PSO advances had been sought. It 
appears that these funds were advanced to Transok by CSW, PSO’s 
parent, pursuant to our authorizations, November 1, 1973? and No- 
vember 12, 1974.° 

1 Holding Company Act Release No. 18357 (April 2, 1974), 4 S.E.C. Docket 44. 


2 Holding Company Act Release No. 18151 (November 1, 1973), 2 S.E.C. Docket 683. 
3 Holding Company Act Release No. 18652 (November 12, 1974), 5 S.E.C. Docket 482. 
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On April 10, 1975, notice was issued (File No. 70-5648) with re- 
spect to new financing proposed by Transok, giving interested persons 
until May 5, 1975, to respond.* No objections or requests for hearing 
have been filed as to this new financing. Transok proposes to amend its 
Articles of Incorporation to increase its authorized common stock, par 
value $100 per share, from 65,000 to 95,000 shares and to issue and sell 
40,000 additional shares, at par, to PSO for $4 million cash. Transok 
now has 52,186 shares of its stock outstanding, all held by PSO. 

Transok also proposes to issue and sell from time to time, as needed, 
promissory notes to PSO in an amount not to exceed $25,000,000 at any 
one time outstanding (“notes”), Each note will be dated the date of the 
borrowing and will mature not later than 214 years from the date of 
the first such borrowing, but no later than December 31, 1977. The 
notes will bear interest at a rate equal to the daily average interest rate 
then being paid by PSO for short-term borrowings. If PSO at any 
relevant time has no short-term borrowings outstanding, the notes will 
bear interest at the prime rate in effect at The First National Bank and 
Trust Company of Tulsa. The notes may be prepaid by Transok in 
whole or in part at any time without premium or penalty. 

Transok has recently completed a public sale, at competitive bid- 
ding, of $12 million of its First Mortgage Pipeline Bonds 9% series 
due 1980, as authorized by our order of April 14, 1975.° 

The proceeds of this bond sale and of the proposed sale of common 


stock and notes to PSO will provide Transok approximately $41 
million. Transok will pay its indebtedness to CSW, and PSO will re- 
sume financing of Transok by purchasing its notes. The balance of the 
proceeds are required to finance Transok’s pipeline construction and 
oil and gas exploration and development. 

Upon completion of this financing, including the bond sale, Tran- 
sok’s capitalization will be: 


(Dollars in thousands] 


Dec, 31, 1974 Estimated New Pro forma 
— a horrowings ‘financing 
Amount Percent to 5/1/75 Amount Percent 


First mortgage bonds. $18, 412 6256 sek ccckcuays $12, 000 $30, 412 
Advances by CSW- .- 10, 500 $14, 000 
Advances by PSO 
Common stock and 
retained earnings !_- 


34, 989 100.0 14, 000 





1 $858,855 retained earnings at 12/31/74, not adjusted for earnings in the first four months of 1975. 


4Holding Company Act Release No. 18927 (April 10, 1975), 6 S.E.C. Docket 620. 
SHolding Company Act Release No. 18933 (April 14, 1975), 6 S.E.C. Docket 691. 
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Transok is engaged in the procurement and transportation of fuel 
for its parent, PSO. Its operations are limited to the State of Okla- 
homa. Its capital budget for the calendar years 1975-1977 is stated as 
follows: 


[In thousands] 





1975 








$1, 600 $3, 800 
6, 120 6, 738 
130 195 


Construction 7,850 10, 733 
Exploration and development 5, 350 5, 350 


13, 200 16, 083 





Transok is completing at this time a 93-mile transmission line and 
intends to add two additional transmission lines to its network in 1976 
and 1977. Gathering facilities to connect additional gas reserves of 175 
million Mcf are planned each year. Exploration and development ex- 
penditures in 1975 will include participation in drilling 24 Oklahoma 
wells in which Transok has interest, and continued evaluation and 
acquisition of additional Oklahoma reserves. It intends to intensify 
development in 1976 and 1977 to meet PSO’s growing fuel 
requirements. 

We have noted the objections of petitioners with respect to the 1974 
financing in the context of the current financing proposal. We conclude 
that this proposal should be authorized under the applicable standards 
of the Act. The application-declaration before us is limited to the 
funds required by Transok in order to continue its long-standing func- 
tion of supplying PSO with fuel used by PSO to generate electricity, 
and the refunding of previous advances made for that purpose. PSO 
has a continuing need for fuel supplies, and it is clear that the pro- 
posed financing is reasonably adapted to that purpose. It should not 
be linked to the status of the CSW system under Section 11(b) (1) and 
the other matters alleged in petitioners’ complaint for the reasons set 
forth in our Memorandum Opinion and Order of February 3, 1975.° 

PSO and Transok have requested leave to withdraw their applica- 
tion-declaration with respect to the 1974 financing, which we will 
permit. We will also authorize the pending transactions (File No. 
70-5648). 

No state commission and no federal commission, other than this 
Commission, has jurisdiction over the proposed transactions. Fees and 


* Holding Company Act Release No. 18800 (February 3, 1975), 6 S.E.C. Docket 224. 
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expenses to be incurred in connection with the proposed transactions 
are estimated at $6,200, including legal fees of $2,000. 

The Commission finds that the applicable standards of the Act and 
rules thereunder are satisfied and that no adverse findings are neces- 
sary ; and that it is appropriate in the public interest and in the interest 
of investors and consumers that said application-declaration, as 
amended, be granted and permitted to become effective: 

IT IS ORDERED, accordingly, that leave to withdraw the prior 
application-declaration (File 70-5475) be, and it hereby is, granted 
and the prior application-declaration is hereby deemed to be with- 
drawn effective forthwith; 

IT IS FURTHER ORDERED, pursuant to the applicable 
provisions of the Act and rules thereunder, that the application- 
declaration, as amended (File 70-5648), be, and it hereby is, granted 
and permitted to become effective forthwith, subject to the terms and 
conditions prescribed in Rule 24, promulgated under the Act. 

By the Commission. 





IN THE MATTER OF 
HIGHLAND CAPITAL CORPORATION 
MARATHON SECURITIES CORPORATION 
File No. 812-3498. Promulgated May 14, 1975 


Investment Company Act of 1940 


MEMORANDUM OPINION AND ORDER 


On February 7, 1975, a notice was issued (Investment Company Act 
Release No. 8666 (February 7, 1975), 6 SEC Docket 272) of the filing 
of an application on August 16, 1974, by Marathon Securities Corpora- 
tion (“Marathon”) and Highland Capital Corporation (“Highland”), 
both non-diversified, closed-end, management investment companies 
registered under the Investment Company Act of 1940 (“Act”), pur- 
suant to Section 17(d) of the Act and Rule 17d-1 thereunder for a 
Commission order permitting the proposed sharing by Highland and 
Marathon (collectively, “Applicants”) of the expenses incurred and to 
be incurred by them in connection with the terminated proposed com- 
bination of Applicants. The notice gave interested persons an op- 
portunity to request a hearing and stated that an order disposing of 
the application would be issued as of course unless a hearing should be 
ordered. 


Prior to the expiration of the notice period, Messrs. Neil Klein- 
handler, Robert Helpert, and Harold Witkow, all Highland share- 
holders, requested that a hearing be held on the application.? * Each 


1 Section 17(d) and Rule 17d—1 prohibit an affiliated person of a registered investment 
company from participating in or effecting any transaction in which such registered com- 
pany is a joint or joint and several participant unless an application regarding such 
arrangement has been granted by us. In passing upon such application we are required 
to consider whether the participation of the registered investment company is consistent 
with the provisions, policies and purposes of the Act and the extent to which such partici- 
pation is on a basis different from or less advantageous than that of other participants. 

2We also received a request for a hearing from ‘Mr. Phillip Eber, a Highland stock- 
holder. While it does not appear that Mr. Dber served a copy of his request upon Appli- 
cants as required and did not meet certain other procedural formalities, we have considered 
his objections and find them almost identical to those raised by the other objectors. 
Consequently, we do not deem it necessary to consider his request individually. 

2 Messrs. Kleinhandler, Helpert and Witkow previously requested a hearing on the 
application filed to permit the merger of Highland and Marathon. We issued a Notice 
of and Order for Hearing with respect to that application (Investment Company Act 
Release No. 8372 (June 3, 1974), 4 SEC Docket 402). Subsequently, Applicants filed a 
request for withdrawal of the merger application ; and on August 30, 1974, an Order With- 
drawing Application and Dismissing Proceedings was issued (Investment Company Act 
Release No. 8480 (August 30, 1974), 5 SEC Docket 89). 


45 S.E.C.—1C40——8791 
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shareholder questioned why Marathon’s unilateral decision on July 
31, 1974, not to proceed with the merger established both Highland’s 
obligation to share the expenses of the terminated proposed combina- 
tion and the date for determining each Applicant’s net asset value for 
purposes of allocating the expenses incurred and to be incurred. 

With respect to the obligation to share expenses, Section 8 of the 
“Plan and Agreement of Reorganization” (“Plan”), the document 
which set forth the terms of the now abandoned merger, dealt with 
Termination and Abandonment; and Section 8.1.5 stated that the 
Plan could be abandoned “by either the Board of Directors of High- 
land or the Board of Directors of Marathon if the closing shall not 
have been completed by June 30, 1974.” This provision is a standard 
contractual provision, and it does not seem to us that its exercise by 
Marathon is rendered improper by virtue of the parties’ affiliations, 
per se. 

With respect to the date for determining each Applicant’s net asset 
value, Section IT of the Plan stated that: 


“In the event that this Agreement shall be terminated ... , all further 
obligations of Highland and of Marathon hereunder shall terminate with- 
out further liability of Highland to Marathon or of Marathon to Highland, 
except that Highland and Marathon shall each bear a proportionate part 
of the total of all expenses incurred by them in connection with this Agree- 
ment and the transactions contemplated hereby .... 

“xcept to the extent that they shall otherwise specify in writing, High- 
land and Marathon shall each pay, or provide for the payment of, a portion 
of all expenses, fees and other charges incurred by them in respect of 
their performances of their obligations performed or to be performed 
hereunder. The relative portion to be paid or provided for by each company 
shall be in the same proportion as their respective net asset values (ex- 
cluding all such expenses, fees and other charges) determined as of the 
close of business on the last business day immediately preceding the Closing 
Date.” 


For purposes of allocating expenses of the terminated merger, Ap- 
plicants concluded that August 1, 1974 (the date on which Marathon 
notified Highland that the former’s Board of Directors had deter- 
mined not to proceed with the merger) is the functional] equivalent of 
the “Closing Date.” 

In our opinion, Applicants made a reasonable interpretation of the 
applicable contractual provision, which. however, did not precisely 
cover the circumstances as they actually evolved. There appears neither 
a reasonable basis on which to select a date other than July 31, 1974, 
as the date for determining what percentage of the expenses each Ap- 
plicant will have to bear, nor any basis on which to challenge the 
selection of July 31, 1974. Therefore, we do not believe this issue 
justifies our ordering a hearing. 
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Mr. Kleinhandler has also objected to the requirement that the 
Highland shareholders pay certain legal and accounting expenses, 
which, he feels represent services Marathon will be able to use in con- 
nection with Marathon’s forthcoming liquidation and dissolution. A 
consideration of the services previously performed indicates that they 
will be of minimal assistance, if any, to Marathon. 

Mr. Helpert objects to the fact that approximately 50% of the 
expenses are legal fees which will be paid to the law firm which is 
counsel to Applicants as well as to Mr. Edwin Robbins and Mr. 
Walter Scheuer, directors and principal stockholders of Applicants, 
and with which Mr. Robbins is associated. Marathon’s retention 
of the firm began four years before Robbins became associated with 
it. Highland’s relationship with the firm began when a group headed 
by Scheuer and Robbins gained control of Highland. While some en- 
richment to Robbins may result, at least indirectly, from the legal fees 
paid by applicants, no suggestion of impropriety has been raised con- 
cerning the legal expenses, nor is there any apparent ground for such 
a suggestion now. 

Mr. Witkow states that Marathon could have made pro rata dis- 
tributions to its shareholders, as it had done in the past, during the 
period the merger was under consideration. However, Marathon did 
not make any additional distributions during such period and, there- 
fore, the issue does not merit a hearing. If Marathon had, in fact, made 
such distributions, Highland would have had to assume more than 
the 68% of the expenses it is asked to bear. 

On the basis of the foregoing, we conclude that a sufficient showing 
has not been made to order a hearing. 

Accordingly, IT IS ORDERED that the requests for a hearing 
are denied. 

The matter having been considered, it is found that the participa- 
tion of Marathon and Highland in the transactions set forth in the 
application on the basis proposed is consistent with the provisions, 
policies and purposes of the Act, and that the participation of each 
Applicant is not on a basis less advantageous than that of the other 
participant. Accordingly, 

IT IS FURTHER ORDERED, pursuant to Section 17(d) of the 
Act and Rule 17d-1 thereunder, that the application to permit the 
proposed transactions be, and it hereby is, granted, effective forthwith. 

By the Commission. 





IN THE MATTER OF 


THE APPLICATION OF 
VAROSH, INC. 
BOTEO TACHKOV 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-4525. Promulgated May 20, 1975 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Improper Extension of Credit 
Failure to Comply with Prompt Receipt and Delivery Interpretation 


Where member of registered securities association and its president improp- 
erly extended credit to customers, and failed to arrange with customers for 
prompt delivery of securities which the member was selling for them, associa- 
tion’s findings that such conduct violated its rules of fair practice affirmed, and 
sanctions sustained. 


APPEARANCES : 

Boteo Tachkov, for Varosh, Inc. and pro se. 

Andrew McR. Barnes and Robert F. Aber, for the National Asso- 
ciation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Varosh, Inc., a member firm of the National Association of Securi- 
ties Dealers, Inc. (“NASD”), and Boteo Tachkov, its president and 
sole shareholder, seek review of disciplinary action taken against them 
by the NASD. 

The NASD found that Varosh violated Article III, Section 1 of its 
Rules of Fair Practice? during the period April 1970 through May 
1972 in that it failed to cancel promptly or otherwise liquidate 52 
customer purchases when payment was not received within seven 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. 


45 S.E.C.—34——_11430 
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business days as required by Regulation T, and, in 31 transactions, vio- 
lated the NASD’s interpretation with respect to the prompt receipt 
and delivery of securities by failing to arrange with customers for 
prompt delivery of securities which Varosh was selling for them.? 

The NASD’s Board of Governors noted that Tachkov handled 
about half of the transactions that resulted in violations at this two- 
man firm, the other transactions having been handled by Andrew 
Johnson, the firm’s other registered principal. In order to “more ac- 
curately reflect . .. the appropriate responsibility. for the violations,” 
the Board split the $2,500 joint and several fine assessed by the Dis- 
trict Committee into a $1,250 fine on the firm and Tachkovy and a $1,250 
fine on Johnson. It also split the costs assessed by the District Com- 
mittee, censured applicants and Johnson, and assessed additional costs 
against Tachkov. 

Varosh was founded by Tachkov. The firm was new and small, 
handling three or four trades a day. Tachkov, who was working on his 
doctorate and doing research that necessitated travel in Europe, soon 
began looking for a buyer for his business. In November 1970, he 
agreed to sell the business to Johnson but, since Johnson did not have 
the necessary funds, an agreement was signed providing that Johnson 
would make payment by December 31, 1971. In the meantime, John- 
son became the firm’s “managing partner” and assumed responsibility 
for all of the firm’s recordkeeping and back office functions. 

Although Tachkov became less actively involved in the business, 
was in Europe for a while, and “didn’t come in every day” thereafter 
he continued to handle transactions for his customers. And he main- 
tained his positions as president and registered principal of the firm 
pending Johnson’s payment of the purchase price, an event, which 
according to Tachkov, never took place. 


2 The interpretation provides in relevant part as follows: 

(1) No member or persons associated with a member shall execute a sell order for any 
customer in any security unless: 

(a) The member has possession of the security ; 

(b) The customer is long in his account with the member ; 

(c) Reasonable assurance is received by the member, or person associated with a mem- 
ber, from the customer that the security will be delivered to it in good deliverable form 
within five (5) business days of the execution of the order ; or 

(d) The security is on deposit in good deliverable form with a member of the Associa- 
tion, a member of a national securities exchange, a broker/dealer registered with the 
Securities and Exchange Commission, or any organization subject to state or federal 
banking regulations and that instructions have been forwarded to that depository to 
deliver the securities against payment... . 

To satisfy the requirements of “reasonable assurance” contained in subparagraph 
(1) (c) above, the member or person associated with a member must make a notation on 
the order ticket at the time he takes the order which reflects his conversation with the 
customer as to the present location of the securities in question, whether they are in good 


deliverable form and his ability to deliver them to the member within five (5) business 
days. 
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Applicants contend that no violations can be found here since the 
firm’s books and records were falsified by Johnson. And they offer to 
submit evidence in support of that charge. We find it difficult to under- 
stand why Johnson would deliberately subject himself to possible dis- 
ciplinary action by altering the firm’s books to show violations. In any 
event, applicants did not adduce any evidence of such falsification at 
the hearings before the NASD, and have not made the required show- 
ing here that there were reasonable grounds for their failure to do so.* 
Accordingly, their request to adduce additional evidence is denied. 

Tachkov further argues that Johnson is solely responsible for any 
violations that occured. We disagree. As noted above, the NASD held 
Tachkov acountable only for the violations that resulted from the 
transactions he handled. The NASD’s prompt receipt and delivery 
interpretation imposes specific obligations on the person handling a 
customer’s sell order. In cases where, as here, the member does not have 
possession of the securities and the customer is not long in his account, 
that person must either ascertain that the securities will be delivered 
against payment, as specified in Section 1(d) of the interpretation 
or obtain reasonable assurance from the customer that the securities 
will be delivered within 5 business days after the order is executed. In 
the latter case, the person taking the order must make an appropriate 
notation of his conversation with the customer on the order ticket. 
Tachkov makes no claim that he carried out the obligations imposed on 
him by the NASD’s interpretation. 

As for the Regulation T violations, we note intitially that three of 
them occurred before Johnson even came to the firm. And while Tach- 
kov denies that he was aware his customers were late in making pay- 
ment, Johnson claims that the contrary was true. In any event, Tach- 
kov had no reasonable basis for reliance on Johnson after some point 
in 1971. From that time on, according to Tachkov, Johnson persistently 
refused to turn over the firm’s books and records for Tachkov’s 
inspection. 

We conclude that the NASD’s findings of violations must be sus- 
tained. And we are unable to find the sanctions imposed excessive or 
oppressive, having due regard to the public interest. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans, Sommer and Potiack). 


3 Rule 15Ag—1(e) under the Securities Exchange Act. 





IN THE MATTER OF 
METROPOLITAN EDISON COMPANY 
File No. 3-4412. Promulgated May 20, 1975 
Public Utility Holding Company Act of 1935 


ALTERATION OF RIGHTS OF HOLDERS OF FIRST MORTGAGE BONDS 


Declaration of electric utility subsidiary of registered holding company under 
Section 7 of the Public Utility Holding Company Act of 1935 regarding two 
changes in first mortgage bond indenture permitted to become effective, because 
changes found not detrimental to the public interest or the interest of investors 
or consumers. 


SOLICITATION OF PROXIES 


Where objecting bondholder’s claims that proxy statement was deficient were 
without merit, declaration of electric utility under Section 12(e) and Rule 62 
thereunder seeking bondholders’ consent to changes in the bond indenture, per- 
mitted to become effective on filing of updated copy. 

Need for disclosures in a proxy statement turns on the nature of the matters 
to be voted upon. 


APPEARANCES : 

James B. Liberman and Ira H. Jolles, of Berlack, Israels & Liber- 
man, for Metropolitan Edison Company. 

John M. Sikes, Jr., of Lipshutz, Macey, Zusmann & Sikes, and AZilton 
J. Wallace, of Wallace, Kreutzer & Breslow, P.A., for Walplan & Co. 

Aaron Levy, Grant G. Guthrie, John D. Ellsworth and Douglas V. 
Pope, for the Division of Corporate Regulation of the Commission. 


OPINION OF THE COMMISSION 
A 


Metropolitan Edison Company (“Met-Ed”) provides electric power 
to about 800,000 people in a 3,300-square mile area of Pennsylvania.’ 
Like most other electric utility companies, Met-Ed relies heavily on 
debt financing. And its debt, like that of most electric companies, con- 
sists largely of first mortgage bonds.? 


2The communities served include Reading, York, Lebanon, Easton and Stroudsburg. 
2It has approximately $250 million of such bonds outstanding. 


45 S.E.C.—35——18993 
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Met-Ed now wants to modify the legal relationships between it and 
the holders of its first mortgage bonds. To do so, it must, of course, 
obtain the bondholders’ consent. Were Met-Ed an ordinary issuer (or 
even an ordinary electric company), the decision would be for the 
bondholders—and for them alone. 

But Met-Ed is part of an interstate electric utility system. It is a 
wholly owned subsidiary of the General Public Utilites Corporation, 
a holding company registered under and regulated by the Public 
Utility Holding Company Act of 1935. This means that : 

(i) We have special statutory responsibilities for Met-Ed’s finances.* 

(ii) Met-Ed cannot ask its bondholders to consent to the proposed 
changes unless and until we approve the proxy-soliciting materials to 
be sent to the bondholders.® 

(iii) Important though disclosure is, we must in this context look 
beyond mere disclosure to consider the proposals on their merits. The 
Act requires that we pass on whether those proposals are “detrimental 
to the public interest or the interest of investors or consumers.” ° A 
finding that the proposals would, if consumated, have such detrimental 
effect will cid the mater. Met-Ed will be unable to proceed.’ 


B 


Our Division of Corporate Regulation supports Met-Ed. It sees no 


valid substantive objection to the company’s proposals, and it finds 
the proposed proxy-soliciting materials accurate and adequate. Hence 


it urges us to let Met-Ed go ahead. 

But one Met-Ed bondholder objects.* He directs most of his fire at 
the proxy statement, which he considers a tissue of deceptions. How- 
ever, the attack on the proxy statement is essentially peripheral. The 
objector’ real contentions are that : 

(1) Met-Ed’s plan would inflict substantial detriment on the bond- 
holders. Hence it runs afoul of Section 7 (e) of the Act. 

(2) Met-Ed should therefore either be barred from proceeding at 
all or required to sweeten its proposals by adding a provision for 
appropriate monetary compensation to the bondholders. 


3It needs an affirmative vote from the holders of at least 75% of the outstanding bonds. 

“See Sections 1, 6 and 7 of the Act. See also Georgia Power Company, 45 8.E.C. 610, 611 
(1974), appeal pending in the Court of Appeals for the District of Columbia Circuit sub 
nom. Georgia Power Project v. 8S.E.C. 

5 Section 12(e) of the Act and Rules 23, 24 and 60 through 65 thereunder. 

® Section 7(e). 

TSection 6(a) (2). 

8That bondholder to whom we refer as “he” in the text is Walplan & Co. Walplan, 
which was given leave to be heard as a “limited participant” pursuant to Rule 9(c) of 
our Rules of Practice, holds a $5,000 Met-Ed bond as nominee for a profit-sharing retire- 
ment plan established by the Miami law firm of Wallace, Kreutzer & Breslow. That firm 
also happens to be one of the two law firms that represent Walplan in this proceeding. 
So in a sense Walplan is here pro se. 
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We agree with the company and with our staff that these conten- 
tions are without merit.2 Hence we shall permit Met-Ed to proceed. 


C 


The 1944 indenture that governs the relationship between Met-Ed 
and the bondholders permits the company to increase the amount of 
bonded debt secured by the mortgage. But it can do so only after it 
shows the indenture trustee that such additional bonded debt will be 
adequately secured. One way of doing that is to designate specific 
newly acquired (including newly created) property as security for 
new bonds. To do so, Met-Ed must supply the indenture trustee with 
an opinion of counsel “that the company has corporate authority and 
all necessary permission from governmental authorities to acquire, own 
and operate” [emphasis added] the facility that will serve as security 
for the new bonds.” 

Met-Ed now wants to delete the word “operate” from that clause. 
Its desire to do so stems from the fact that it is now building large- 
scale nuclear generating facilities. These facilities are regulated by the 
Nuclear Regulatory Commission.'! That Commission’s procedures pro- 
vide for licensing in two stages. First, a construction permit issues. 


® Though in total disagreement with Walplan’s substantive positions, we hold that it 


has standing to assert them, Met-Ed’s contention to the contrary rests on the fact that 
this proceeding began back in 1973 when Met-Ed filed its original declaration and on the 
further fact that Walplan at that time neither raised any objection nor asked for a 
hearing. Since no one at all then opposed Met-Ed’s application and since our Division of 
Corporate Regulation viewed it as unexceptionable, its declaration was permitted to 
become effective. This action was taken by the Director of the Division of Corporate 
Regulation pursuant to the authority delegated to him by 17 C.F.R. § 202.30—2. Metro- 
politan Edison Company, Holding Company Act Release No. 18001 (June 12, 1973), 1 
SEC Docket No. 20, p. 16. The matter is here again at this late date only because Met-Ed 
failed to get the needed consents from the holders of 75% of its bonds within the time 
called for by its original schedule. Met-Ed argues that Walplan’s failure to come here when 
the proposal was first brought forward coupled with its attempt to by-pass the administra- 
tive process altogether and to jump into the courts ab initio with a class action against 
the company and against the indenture trustee (Walplan ¢ Co. v. Metropolitan Edison 
Company. U.S.D.C., E.D. Pa., Civil Action No. 73-1684, motion to dismiss complaint 
granted on November 13, 1973, and dismissal of the complaint affirmed on November 14, 
1974, No. 74-1099 (C.A. 3, 1974)) should be deemed to bar it now. We agree with the 
Division that Walplan’s appearance is a belated attack on the finality of our 1973 order. 
We also agree with it that Walplan’s tactical maneuvering was irregular and improper, 
that it should have come here in 1973, and that its deliberate failure to do so cannot be 
condoned. But as the Division also observes, all that we have before us at this point is an 
uncompleted solicitation. No transactions have been consummated in reliance on our 
1973 order. In these circumstances we think it inappropriate to estop Walplan from 
asserting its claims. 

10 New bonds can then be issued for up to 60% of the property’s ‘“‘bondable value,” i.e., its 
cost or its fair value, whichever is lower. 

“This function was formerly performed by the Atomic Energy Commission. The 
Energy Reorganization Act of 1974 (Public Law 93-438, 93d 'Cong., 2d Sess. (October 11, 
1974) ) transferred the responsibility to the newly created Nuclear Regulatory Commission. 


246-829 0 - 79 - 49 
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Then, after completion—and only after that—an operating license is 
granted.” 

The grant of a construction permit allows counsel to conclude that 
Met-Ed can “acquire and own” new nuclear property. But before the 
operating permit is obtained, is the company lawfully empowered to 
“operate” such property ? That there is a serious problem here is clear. 
Met-Ed wants to solve that problem by striking the word “operate” 
from the indenture’s pertinent section. 

In this connection it is important to note that Met-Ed’s indenture 
does not limit the property against which new bonds may be issued to 
plant in service. Such bonds can be issued against plant under con- 
struction. And in the past Met-Ed, like other utilities, has used uncom- 
pleted facilities as security for new mortgage debt. Thus the need for 
the proposed amendment stems entirely from the bifurcated licensing 
procedures that Congress has prescribed for nuclear power plants— 
something that could not possibly have been foreseen when the inden- 
ture was written. 


D 


This amendment will lead to an increase in Met-Ed’s mortgage 
debt.** That is obvious. The objector contends that it is equally obvious 
that the increase will dilute the secured position now enjoyed by those 
who have invested in the outstanding mortgage bonds. 

The idea has a certain apparent plausibility. All other things being 
equal, a $10,000 mortgage would seem to be better secured and therefore 
of higher investment quality than a $20,000 mortgage on the same 
property. In utility finance, however, this approach is much too 
simplistic. 

Utilities are capital-intensive. Hence the cost of capital bulks very 
large in total costs. This requires that utilities be financed as econom- 
ically as possible. And “lack of economies in the raising of capital” was 
one of the principal evils at which the Act was aimed." First mortgage 
bonds are the least expensive means of raising capital. Hence they are 


12 Section 10 C.F.R. §§ 50.10(b) and 50.23. 

These procedures are required by the Atomic Energy Act. As explained in Power Reactor 
Development Co. v. International Union of Electrical, Radio and Machine Workers, 367 
U.S. 396 (1961), the statutory requirement rests on safety considerations. The important 
point for present purposes is the one that the Supreme Court made at page 405 of 367 
U.S. where it said: “It is clear from the face of this statute—and all parties agree— 
that Congress contemplated a step-by-step procedure. First, an applicant would have 
to get a construction permit, then he would have to construct his facility, and then he 
would have to ask the Commission to grant him a license to operate the facility.” 

13 That increase will be substantial because of Met-Ed’s large-scale nuclear construction 
program. 

144 Section 1(b) (5). 
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traditional in utility finance and expressly contemplated by the 
Act.* They have long been used to finance the construction of conven- 
tional fossil fuel facilities, And we do not see how the Act can possibly 
be read to preclude their use in the nuclear context.?* Met-Ed wants to 
be able to finance nuclear facilities in the same way that it finances 
conventional ones.’’ We find no impediment to that in the Act."® 


E 


What of the objector’s claim to compensation for the damage that 
the amcndment will inflict on his class? 

Here he points, as has just been noted, to the dilution of the bond- 
holders’ security. But that dilution is of submicroscopic proportions. 
The supplemental protection that the bondholders now enjoy by reason 
of the anomaly that Met-Ed seeks to rectify adds nothing of substance 
to the safeguards provided by the indenture’s earnings coverage and 
asset coverage tests. 

The objector focuses on the bondholders’ position in the event of 
foreclosure or reorganization. Those contingencies are important. But 
neither of them would be in the bondholders’ interest. They will be far 
better off if they continue to receive their interest and their principal 
on schedule. Economica] construction financing with a judicious pro- 


18 Section 7(c) (1) (B). 

16 Walplan raises general questions of social policy about the advisability of building 
nuclear plants. Those matters are for the Nuclear Regulatory Commission and for the 
Congress. They have no bearing on the proposed amendment. 

%7The objector argues that different treatment for the two types of facilities is 
warranted. He says that nuclear facilities might be used as the basis for new bonds and 
yet never receive an operating permit. We find this possibility too remote to warrant 
serious discussion. Nuclear plant’s are now numerous and widespread. Yet the record shows 
no instance in which a utility failed to receive and operating license for a nuclear plant. 
Nor do we know of any such instance. If the likelihood of obtaining the requisite 
operating permits from the Nuclear Regulatory Commission were as beclouded and as 
problematical as Walplan suggests, would the industry have invested in nuclear facilities 
on so extensive a scale? 

Walplan refers to the technological difficulties that nuclear plants have encountered. 
But the instances to which Walplan points did not involve failures to obtain operating 
permits. The permits had been obtained. The problems came after that and were 
operational, not legal. There is no reason to assume that Met-Ed will be immune from 
these industry-wide operational problems. But its indenture requires no such immunity. 
Property may be “bondable,” that is, enter into the computation of the asset base against 
which bonded debt may be incurred, even if not operated at full capacity. Indeed, it 
need not be operating at all. 

18 Gf, Yankee Atomic Electric Company, 39 S.E.C. 216, 223-224 (1959) ; Connecticut 
Yankee Atomic Power Company, Holding Company Act Release No. 15172 (January 6, 
1965) ; Vermont Yankee Nuclear Power Corporation, Holding Company Act Release No. 
16866 (October 13, 1970) ; Maine Yankee Atomic Power Company, Holding Company Act 
Release No. 17011 (February 23. 1971). 
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portion of newly created first mortgage debt in accordance with 
general industry norms will serve that end.’® 

The objector’s papers talk about “a probable adverse impact of the 
proposed amendment... upon Metropolitan’s bond rating and 
market values based upon the potential dilution involved.” *° But the 
record shows that: 

(1) Eight electric utilities have made comparable indenture 
changes. Before doing so, six of them asked the two best known rating 
services whether the change would affect the rating of their bonds. In 
each instance the answer was that the rating would be unaffected. 

(2) Coming down to the particulars of the case before us, the two 
rating services referred to above have stated that the proposed amend- 
ments will not cause them to change the ratings now assigned to Met- 


Ed’s bonds. 

(3) The price that underwriters will be willing to pay for new Met- 
Ed bonds will be unaffected. 

We conclude that the claimed detriment is wholly theoretical, that it 
is therefore non-compensable,” and that payment of compensation to 
the bondholders for the academic deterioration in their position 
would be a patent waste of Met-Ed’s assets.”* 


12 Walplan suggests more extensive use of short-term debt and common stock. Short- 
term financing in the amounts proposed by Walplan would be hazardous and expensive. 
Anyhow, it is impossible. It would contravene limitations imposed by our Statement of 
Policy for Preferred Stock, Holding Company Act Release No. 13106 (February 16, 1956), 
by Met-Ed’s charter, and by its debenture indenture. As for common stock, it is quite true 
that we have for the past four decades repeatedly stressed the importance of a sound and 
an adequate equity base. But this does not mean that common stock is always our 
favorite form of financing or that our policies in this area rest entirely on the maxim 
that the more common stock, the better. Common stock is an expensive source of capital. 
Essential though it is as a cushion for the senior securities, common stock financing 
imposes special burdens on consumers. And the common stock component in Met-Ed’s 
capital structure is already abnormally large when viewed in light of the company’s 
history and of the industry’s norm. To insist on huge further issues of common stock for 
the sole purpose of perpetuating the favored position that Congress happened to confer 
on the bondholders as an incidental by-product of a regulatory program that had nothing 
to do with them or their interests (see n. 12 on p. 754, supra) would be most unfair to 
customers. 

2 He also maintains that the amendment violates the indenture’s ban on ‘‘the creation by 
the company, after the date hereof, of any mortgage or pledge or lien in the nature thereof, 
ranking prior to or equal with the Hien of this Indenture on any of the mortgaged 
property. ...’’ This contention is baffling. The company’s uncompleted nuclear facilities are 
already subject to the lien of the indenture. And the amendment will not change that. The 
objector might perhaps have a valid point on this score if the indenture banned the 
issuance of new bonds. But it expressly sanctions such issuance. Hence the theory about 
the impermissible creation of a new mortgage is fallacious. 

2 Compare Niagara Hudson Power Corp. v. Leventritt, 340 U.S. 336 (1951). 

22The objector directs us to instances in which bondholders were compensated for 
indenture changes. Their bearing on this case is obscure to us. To begin with, in all but 
one of those instances the issuer was an industrial company. And that is of some signifi- 
cance. Much more significant, however, is the nature of the changes effected in the cited 
situations. Those changes dealt with such fundamental matters as earnings coverage and 
capitalization ratios. The one case that did involve a utility (Georgia Power Company, 
Holding Company Act Release No. 17437 (January 21, 1972)) also differs markedly from 
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F 


The indenture requires Met-Ed “to duly observe and conform to all 
valid requirements of any governmental authority relative to any 
mortgaged property. . . .” Until recently this clause was of little 
import. After all, laws have to be complied with, whatever one’s 
indenture says. 


But here again developments unforeseeable when the indenture was 
written in 1944 gave rise to difliculties in today’s world. Those diffi- 
culties flow from the environmental concerns that have come to the 
fore in recent years and that have found legal expression in statutes 
dealing with such subjects as pollution. Statutes of that type produce 
administrative regulations that cannot practicably be complied with 
in full at once: 

As Met-Ed’s proxy statement explains: 


“The possibly adverse effect of this covenant [the one requiring full com- 
pliance with all legal requirements applicable to any of the mortgaged 
property] is illustrated by the fact that in 1972, the Pennsylvania Depart- 
ment of Environmental Resources (‘Pa DER’) adopted new regulations 
which, on their face, radically reduced permitted emissions by major electric 
generating stations. Taken at face value, such regulations would appear to 
have required the immediate and continued shut-down of such stations in 
Pennsylvania for substantial periods—i.e., until the owners of such stations 
could (i) develop plans for new equipment and/or changes in operating 
procedures so as to bring the stations into compliance with the new regula- 
tions, (ii) file applications for temporary variances from such regulations, 
(iii) have such applications reviewed by the Pa DER, which may require 
public hearings thereon, and (iv) obtain such temporary variances—since, 
until such temporary variances were obtained, the owners of such stations 
would not be in compliance with these new regulations. 

“Clearly, the Pa DER did not intend this result, as was confirmed in the 
letter of the Secretary of the Pa DER, .. . attached to the letter... 


this one. There the indenture imposed a dollar limit on the aggregate amount of bonds 
issuable thereunder. The company proposed to amend the indenture so as to double that 
limit. There was no provision for a vote by the bondholders. So the change was to be 
made without their consent by means of a judicial proceeding in a state court. Some 
Georgia Power bondholders, of whom Walplan was one, intervened in opposition. Negotia- 
tions between those bondholders and the issuer produced a settlement under which the 
latter made a cash payment of approximately 44 of 1% of the principal of the outstand- 
ing bonds. After fees and expenses had been deducted, this fund was distributed to the 
bondholders. In our view the fixed dollar limit involved in Georgia Power was a far more 
significant protection for the hondholders than the regulatory quirk for the loss of which 
compensation is sought in this case. And then too, the change in the Georgia Power 
case was to be made without the bondholders’ consent. That is a weighty distinguishing 
factor. Far more germane to the instant case than the Georgia Power matter on which 
Walplan harps obsessively are the eight other cases in which utilities have effected in- 
denture changes of the very same sort that Met-Ed now wants to make without com- 
pensatory adjustments for the benefit of existing bondholders. 
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transmitting this proxy statement.” Instead, the Pa DER intended the new 
regulations as a spur to bring the stations into compliance therewith and 
was satisfied if the station owners developed such plans and submitted satis- 
factory and reasonable applications for temporary variances. The Company 
followed this course and some such temporary variances have been granted. 

“The pattern followed by the Pa DER is one that is increasingly being used 
by governmental agencies, and particularly so in the environmental field. 
(The Company is subject to environmental regulation by a number of fed- 
eral, regional, state and local agencies.) It is therefore, important to the 
continued operation of the Company’s business that this convenant be 
eliminated so that there will be no question that the Company is not forced 
into a technical default or into contesting the validity of regulations with 
which it desires to comply as promptly as it is able to do so. Elimination of 
the convenant from the Mortgage Indenture will not relieve the Company 
of its obligation to comply with governmental requirements, since that 
obligation exists as a matter of law wholly independent of the Mortgage 
Indenture, but it will leave open to governmental agencies the ability to apply 
such governmental requirements in accordance with their intent.” 


After an independent review of the record, we find this extract cogent 
and persuasive. The heightened interest in environmental and ecologi- 
cal factors that has become so marked in recent years has engendered 
sweeping new legal controls. Utilities cannot reasonably be expected 
to adjust to those controls instantaneously.* Full compliance with 
the demands of what is in effect a legal revolution takes time. Variances 
and interim authorizations also take time. And it may on occasion be 
impossible to obtain them within the grace periods fixed by the inden- 
ture. In that event the company will be in technical default. 


G 


What additional protection does this possibility give the bondhold- 
ers? Suppose that such technical defaults occur. How will the bond- 


That letter was addressed to the president of Met-Ed’s parent. It reads: 

“We have today reviewed with you and your associates the status of your actions with 
respect to the generating stations operated by your subsidiaries in the light of the 
applicable statutes and regulations administered by this Department as they bear upon the 
requirements of the indenture of your subsidiaries. It is our view that you are at this 
time duly observing and conforming to the requirements of this Department relating to 
such stations, in as much as you plan to take various actions which you have discussed 
with us relative to improving the air and water quality that might be affected by such 
stations.” 

*% Some types of generating facilities now require as many as 50 governmental authoriza- 
tions of one sort or another. 
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holders benefit? The objector doesn’t say.”° Accordingly, we find his 
objections on this score frivolous.”° 


H 


The objector’s attack on the proxy statement consists in the main 
of variations on his substantive themes. We agree with the company 
and with our staff that those themes need not be developed in the proxy 
statement. Nothing in the statutes that we administer requires dis- 
closure documents to be encumbered by aimless essay about anything 
and everything that may possibly occur to an ingenious, hypercritical 
lawyer. 

A proxy statement is sufficient if it supplies the persons solicited 
with the materials needed to arrive at an informal judgment on the 
questions at issue. Here those questions are very narrow. Accordingly, 
a document akin to a Securities Act prospectus would be pointless, In 
any such production the matters germane to the proposals on which 
the bondholders are being asked to pass would be drowned in a sea of 
irrelevancies.”7 

These observations dispose of the objector’s complaints about the 
failure of the proxy statement “to furnish financial information and 
hence afford the bondholders an opportunity to evaluate the perfor- 
mance of management and the over-all financial condition of the com- 


pany” and about the absence of information as to the cost of complying 
with the Environmental statutes and regulations that affect Met-Ed.”8 


He argues only that the amendment may be unnecessary because a technical default 
can be waived by the holders of a majority of the bonds. But this is so only if Met-Ed 
cures the default within 90 days after its occurrence. And the company may not be able 
to do that. We note in this regard that the record indicates that preparing an application 
for a variance, the ensuing hearings, and the actual issuance of the document can consume 
as much as 18 months. 

2@He also overlooks the effect of a technical default under a mortgage indenture by 
reason of non-compliance with an environmental regulation on the company. Such a default 
hampers new financing. Accordingly, we agree with Met-Ed when it says in its brief that 
“The public interest and the interest of consumers and investors (including the holders 
of outstanding bonds), are best served if the utility is able to continue with its regular 
construction and financing plans without having a sword of Damocles hanging over it by 
reason of the form of environmental legislation and/or regulations which it cannot 
control.” 

27As the Supreme Court observed in another context, it is the ‘needs to be served” 
that control. General Stores Corp. v. Shlensky, 350 U.S. 462, 466 (1956). Cf. S.Z.C. v. 
Ralston Purina Co., 346 U.S. 119, 127 (1953): “The focus of inquiry should be on the 
need... for the protections. ...” 

28 He also laments that “the proxy statement has failed to emphasize the possibility of 
Pennsylvania Department of Environmental Resources or other regulatory agencies con- 
struing and applying their regulations as written and insisting on compliance as a 
condition of operation.” But the company is not obliged to speculate about the possible 
future behavior patterns of government officials. 
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The proxy statement goes into such matters as the amount of first 
mortgage bonds now outstanding, actual and projected construction 
expenditures, the estimated cost of the nuclear facilities now being 
built, the amount of new bonds that could be issued were the amend- 
ment to be adopted, the effect of the indenture’s interest coverage test 
on that figure, and the company’s capital structure. So it has financial 
information. What it lacks is financial statements.”® No showing having 
been made that such statements bear on the matters to be voted on,*° 
we cannot brand the proxy-soliciting materials deficient by reason of 
that lack.** 

Nor are we able to discern any rational basis for insisting on disclo- 
sures about the cost of full compliance with applicable environmental 
laws. The objector’s interest in that figure appears wholly academic.** 
He has made no effort to explain what light it could possibly shed on 
the proposed amendments.* 

I 


We hold that: 
(1) Nothing in the Act bars Met-Ed from going to the bondholders 
with these proposals. 


”Our Division of Corporate Regulation, which has had some slight experience in 
these matters, is of the view that “the financial information provided directly in the 
proxy material was at least as pertinent and comprehensive as that which might have been 
gleaned from the financial statements themselves.” 

3%¢ Hence the provision in our proxy rules permitting the omission of any of the financial 
statements otherwise required whenever “such statements are not necessary for the exercise 
of prudent judgment in regard to any matter to be acted upon’ comes into play. Item 
15(c) of Regulation 14A, 17 C.F.R. § 240.14a-101(c). Though Regulation 14A is by its 
terms inapplicable to proxy materials the subject matter of which is covered by an appli- 
cation or declaration under the Holding ‘Company Act (17 C.F.R. § 240.14a-2(f), we 
have found that regulation a wise guide to holding company proxy problems. Accordingly, 
we look to its standards in the holding company context “except to the extent that the 
standards and purposes of the Holding Company Act, in the light of the facts in the 
particular case, may require the imposition of different or additional requirements.” 
Union Electric Company, 37 S.E.C. 721, 724 (1957), petition for review dismissed as moot, 
Dyer v. 8.E.C., 251 F. 2d 512 (C.A. 8, 1958), rev’d and remanded, 359 U.S. 499 (1959), 
af’d on remand, 287 F. 2d 773 (C.A. 8, 1961). See also Union Electric Company, 38 
S.E.C. 921, 922 (1959). 

33 Compare Dyer v. 8.EZ.C., 266 F. 2d 33, 44 ('C.A. 8, 1959) where the court in affirming 
our decision in Union Electric Company, 38 S.E.C. 240 (1958) agreed with our determina- 
tion that financial statements were not required when a public utility holding company 
wanted to solicit proxies in favor of a proposal to change its charter so as to increase the 
number of shares that it could lawfully issue. The Dyer court’s observation that there had 
been “no demonstration of need” for the financial statements is as true of this case as it 
was of that one. 

Finally, we note that the proxy statement says that “The latest available Annual 
Report [a document with a plethora of financial material] will be furnished on request 
made to the Treasurer of the Company.’’ That makes the objector’s complaint about the 
absence of financial statements even more mysterious than it would otherwise be. 

*2 Compare Dyer v. S8.E.C., 266 F. 2d 33, 44 (C.A. 8, 1959) : “[W]ith no demonstration 
of need and only expression of petitioners’ own philosophy, the contentions must be 
regarded as artificial and captious.” 

*3Indeed, his own papers suggest that he considers the environmental amendment 
inconsequential, that his central contentions relate to the nuclear issue and that his 
references to the environmental issue have been thrown in as a makeweight. 
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(2) No showing; has been made that Met-Ed’s proxy-soliciting mate- 
rials are deficient in the respects alleged. 

However, the proxy statement before us is now out of date. Hence 
an updated version must be submitted to our Division of Corporate 
Regulation for its review. When that Division’s staff is satisfied that 
the revised material meets the Act’s standards, it will issue an order 
permitting its use.* 

An appropriate order will issue.*° 

By the Commission (Chairman Garrerr and Commissioners Loomis 
and Evans) ; Commissioners Sommer and Potiack not participating). 


% The updating requirement is prospective, not retrospective. Since we now affirm our 
prior order herein of June 12, 1973 (see n. 9 on p. 753, supra), the validity of the proxies 
solicited and obtained pursuant to that order remains unimpaired. 

% The objector asks for counsel fees. (See n. 8, on p. 752, supra.) For present purposes 
we assume (without so holding) that we would have the power to fix an appropriate fee 
had the objector succeeded in producing something for the class whose interests he claims 
to champion. Here, however, counsel have accomplished nothing. Their request for a fee 
is therefore denied. 





IN THE MATTER OF 
LEE PETILLON 
File No. 38-2393. Promulgated June 12, 1975 


Securities Exchange Act of 1984 
BROKER-DEALER PROCEEDINGS 


Associated Persons 
Grounds for Remedial Sanctions 
Administrative Discretion 


Where associated person’s involvement with his former employer’s violations 
of the securities statutes was peripheral and minimal and where the charge 
against him was essentially that of failure to display sufficient initiative to 
offset his superiors’ fraudulent activities, held, adverse findings and sanctions 
would be unjust and inequitable so that proceedings dismissed without passing 
on legal issues involved. 


APPEARANCES: 


Juliette C. Ward, of the Commission’s San Francisco Branch Office, 
for the Commission’s Division of Enforcement. 
George P. Michaely, Jr., of Sullivan & Worcester, for Lee Petiilon. 


MEMORANDUM OPINION AND ORDER 


The administrative law judge concluded that respondent willfully 
aided and abetted his former employer’s violations of the Securities 
and Securities Exchange Acts. Respondent thereupon appealed to us. 
Our independent review of the record convinces us that his employer’s 
derelictions were serious. But it also suggests that respondent’s in- 
volvement in those derelictions was merely peripheral. Essentially, Mr. 
Petillon is charged with failure to display sufficient initiative to offset 
his superiors’ fraudulent selling activity. 

Mr. Petillon was employed as a financial analyst. His connection 
with selling was minimal, In view of that and of the other circum- 
stances of the case, we think that adverse findings and sanctions would 
be unjust and inequitable, In reaching this conclusion, we do not pass 
on the legal issues involved. 

Accordingly, IT IS ORDERED that these proceedings as to- Lee 
Petillon be, and they hereby are, dismissed. 

By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans and Sommer); Commissioner Potiack not. partici- 
pating. 

45 §.E.C.—384——11465 
762 





IN THE MATTER OF 
AMERICAN NATURAL GAS COMPANY 
WISCONSIN GAS COMPANY 
File No. 70-5607. Promulgated June 12, 1975 


Public Utility Holding Company Act of 1935 


MEMORANDUM OPINION AND ORDER 


American Natural Gas Company (“American Natural”), a regis- 
tered holding company, and its wholly-owned public utility subsidiary, 
Wisconsin Gas Company (“Wisconsin Gas”), have filed an applica- 
tion-declaration, and amendments thereto, pursuant to Sections 3(a) 
(1), 7, 10 and 12 of the Public Utility Holding Company Act of 1935 
(“Act”) and related rules thereunder. In brief, the transactions (here- 
in sometimes referred to as the “Plan”) provide for the distribution 
of the common stock of Wisconsin Gas to the stockholders of Ameri- 
can Natural, the reincorporation by merger of American Natural as 
a Michigan corporation, and the latter’s exemption as a holding com- 
pany. Notice of the proposed Plan was duly given.’ No person has re- 
quested a hearing, and, as the record is complete, no hearing is 
necessary. 

American Natural, a Delaware corporation, is solely a holding com- 
pany. It has two gas utility subsidiary companies, Wisconsin Gas and 
Michigan Consolidated Gas Company (“Michigan Consolidated”). 
Until recently, American Natural had a third utility subsidiary, Cen- 
tral Indiana Gas Company. We approved its acquisition in 1966; ? 
and by order of December 12, 1973, we authorized its sale to Indiana 
Gas Company, Inc., a non-affiliate.* 

American Natural also has four non-utility subsidiary companies: 
Michigan Wisconsin Pipe Line Company (“Michigan-Wisconsin”) ; 
American Natural Gas Service Company (“Service Company”) ; 
American Natural Gas Production Company (“Production Com- 
pany”); and Great Lakes Gas Transmission Company (“Great 
Lakes”). 


1 Holding Company Act Release No. 18832 (February 28, 1975), 6 SEC Docket 383. 
2 American Natural Gas Company, 43 S.E.C. 203 (1966). 
3 Holding Company Act Release No. 18217 (December 12, 1973), 3 SEC Docket 232. 


45 S.E.C.—35——19038 





764 SECURITIES AND EXCHANGE COMMISSION 


As of December 31, 1974, the consolidated assets of the American 
National System amounted to approximately $2,341,000,000 (after re- 
serves for depreciation and depletion) and consolidated revenues in 
1974 were about $845,169,000. At year end, American Natural had 
outstanding 18,432,532 shares of common stock with a par value of 
$10 per share, all publicly-held. It sold an additional 2,000,000 shares 
in March 1975. American Natural has no outstanding long-term debt 
or preferred stock . 

Wisconsin Gas is the largest gas distributing company in the State 
of Wisconsin where it conducts all of its business. It delivers natural 
gas to about 373,000 customers in some 352 communities, including 
the City of Milwaukee. Approximately 93% of the company’s gas 
supplies are purchased from Michigan-Wisconsin pursuant to long- 
term service agreements; and the balance is purchased from two non- 
affiliated pipeline suppliers. In the year ended December 31, 1974, 
Wisconsin Gas had operating revenues of $157,639,000, and its total 
assets on that date (after valuation reserves) amounted to $244,767,000. 
At year end, its capital structure was as shown below: 


Amount Percent 


First mortgage bonds $99, 417, 000 
Sinking fund debentures 12, 600, 000 


Total long-term debt 1 112, 017,000 
Common stock equity. 


Total capital and surplus 198, 058, 000 


1 Exclusive of current sinking fund requirements. 


The first mortgage bonds, above, include $16,616,000 principal 
amount maturing in November 1975. At December 31, 1974, the com- 
pany had available property additions to permit the issuance of ap- 
proximately $19 million of additional bonds, subject to compliance 
with other provisions of its indenture. The balance of the first mort- 
gage bonds matures from 1981 through 1994. The debentures, orig- 
inally issued in the amout of $15,000,000, are subject to a cash sink- 
ing fund to redeem 90% of the issue by maturity thereof in 1990. 
As of March 31, 1975, Wisconsin Gas had outstanding $12,278,000 of 
short-term debt pending permanent financing. The common stock 
equity consists of 5,946,746 authorized and outstanding shares of $12 
par value common stock, all held by American Natural, and accumu- 


“Holding Company Act Release No. 18829 (February 25, 1975), 6 SEC Docket 352. 
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lated retained earnings. Wisconsin Gas is subject to the jurisdiction of 
the Public Service Commission of Wisconsin as to rates, accounting 
and other matters. 

Michigan Consolidated, a Michigan corporation, is the largest nat- 
ural gas distribution company in Michigan, where all of its utility 
business is conducted. It serves the City of Detroit and some 430 other 
communities. 

Its assets amounted to $865,242,000 at December 31, 1974, and 
revenues in 1974 were $483,420,000. Approximately 83% of its gas 
supply is purchased from Michigan-Wisconsin, and the balance from 
Great Lakes and non-afliliated suppliers. 

Michigan-Wisconsin owns and operates an interstate natural gas 
transmission system and underground storage facilities. Its pipeline 
extends to the Midwest from gas production areas of Texas and 
Oklahoma and from onshore and offshore Louisiana. During 1974, 
approximately 81% of Michigan-Wisconsin’s gas supply (881 billion 
cubic feet) was purchased from many independent producers and the 
balance from Great Lakes and four non-affiliated suppliers. Its 1974 
sales amounted to 838 billion cubic feet, of which about 49% was sold 
to Michigan Consolidated, 16% to Wisconsin Gas, and the balance to 
52 non-affiliated distributors in seven states. Revenues in 1974 were 
$531,933,000, and assets on December 31, 1974 amounted to approxi- 
mately $1,161,215,000 (after valuation reserves). Michigan-Wiscon- 
sin’s rates, service and accounting are subject to the jurisdiction of the 
Federal Power Commission. 

Production Company has working interests in offshore leases in the 
Gulf of Mexico, and is engaged in oil and gas exploration and develop- 
ment. Its assets at December 31, 1974 amounted to $79,758,000. On 
June 4, 1975, we authorized American Natural to transfer all the 
capital stock of Production Company to Michigan-Wisconsin.® Serv- 
ice Company is a mutual service company rendering various services 
at cost to its associated companies. Great Lakes, whose outstanding 
voting securities are held 50% by American Natural and 50% by 
Trans-Canada Pipe Lines Limited, a non-affiliate, operates a 1,000- 
mile pipeline system transporting Canadian natural gas, including 
deliveries to Michigan-Wisconsin and Michigan Consolidated. 

Under the proposed Plan, American Natural will distribute to the 
holders of its common stock all the outstanding shares of common 
stock of Wisconsin Gas, in the ratio of one share of Wisconsin Gas 
for each five shares of American Natural common stock held on a 


5 Holding Company Act Release No. 19026 (June 4, 1975), 7 SEC Docket 115. 
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record date to be established for the distribution. The shares to be 
distributed have been registered under the Securities Act of 1933 
(Registration No. 2-53558). No fractional shares of Wisconsin Gas 
will be distributed. Full shares equal to the aggregate of all fractional 
shares will be sold by an agent, and the cash proceeds of the sale, net 
of selling expenses, will be paid pro rata to the stockholders entitled 
thereto. American Natural has received a ruling from Internal Re- 
venue Service to the effect that the distribution of the Wisconsin Gas 
stock will not result in taxable gain or loss either to American Natural 
or its stockholders. 

Prior to the distribution, Wisconsin Gas will amend its Articles of 
Incorporation. Its authorized 5,946,746 shares of capital stock will be 
reduced to 5,000,000 shares, and the par value will be reduced from $12 
to $8 per share. The outstanding $12 par value shares, all held by 
American Natural, will be converted into 4,086,507 shares ($8 par 
value), equal to about one-fifth of American Natural’s outstanding 
shares. The resulting reduction of approximately $38.7 million in the 
aggregate par value of its outstanding shares will be credited by 
Wisconsin Gas to “other paid-in capital.” Wisconsin Gas will apply 
to the New York Stock Exchange for listing of its reclassified common 
shares. 

The Wisconsin Gas Charter will be further amended to provide for 
1,500,000 authorized shares of cumulative preferred stock without par 
value, for future issuance in one or more series. The terms of the pre- 
ferred stock will generally conform, with one modification, with the 
protective standards prescribed by the Commission’s Statement of 
Policy With Respect to Preferred Stock, adopted February 16, 1956.° 
The proposed modification relates to the extent to which Wisconsin 
Gas will be permitted to finance its gas business through unsecured 
debt.’ 

Under the amended Charter the company may not, except upon 
approval by the holders of a majority of preferred stock at the time 
outstanding, (i) issue securities representing unsecured debt in excess 
of 20% of the sum of its secured debt, capital stock and surplus, or 
(ii) after December 31, 1980 or the date of the first issuance of pre- 
ferred stock, whichever is later, incur such unsecured debt, having 
a maturity of less than 10 years, in an aggregate amount exceeding 
10% of such sum. The term “unsecured debt” will not include (1) 


® Holding Company Act Release No. 13106 (February 16, 1956). 

7 Of. The Columbia Gas System, Inc., Holding Company Act Release No. 18304 (March 5, 
1974), 3 SEC Docket 668; Consolidated Natural Gas Company, Holding Company Act 
Release No. 18520 (August 5, 1974), 4 SEC Docket 704. 
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debentures, not exceeding $15,000,000 principal amount, issued by the 
company or assumed by it in connection with any acquisition of a 
public utility or natural gas company which was the issuer of such 
debentures; (2) loans not exceeding $20,000,000 having maturities 
of not less than 7 years; and (8) gas inventory loans with maturities 
of not more than 12 months. All such debentures and loans, except 
inventory loans, will be counted as “secured debt” in applying the 
foregoing Charter limitations on unsecured debt. 

The separation of Wisconsin Gas from American Natural will not 
affect the former’s long-term gas supply contracts, terminating in 
1992, with Michigan-Wisconsin, its major supplier. These contracts 
will continue in effect. 

Based on the 4,086,507 shares of Wisconsin Gas to be outstanding, 
the company’s 1974 earnings amounted to $2.40 per share, and the 
year-end per share book value was $21.05. It is stated that two divi- 
dends equal to $.425 each on that number of shares have been paid thus 
far in 1975; and that future dividends, to be determined by Wisconsin 
Gas’ Board of Directors, will depend upon earnings, financial condi- 
tion, and other relevant factors. 

Wisconsin Gas’ present Board of Directors consists of eleven di- 
rectors, of whom four, including the President of Wisconsin Gas, are 
also directors of American Natural. Three of these directors will re- 
sign from the Board of Wisconsin Gas, and the President of Wiscon- 
sin Gas will resign from American Natural’s Board. The remaining 
directors of the Wisconsin Gas Board are all residents of Wisconsin 
and are associated with communities served by Wisconsin Gas and 
not by American Natural. The three vacancies on the Wisconsin Gas 
Board will be filled by persons having no past or present affiliation 
with American Natural or any associate company thereof. 

No officer or director of American Natural or of any associate com- 
pany thereof, or any member of his immediate family, will concur- 
rently serve as an officer or director of Wisconsin Gas. Except as noted 
previously, any person who has served as an officer or director of 
American Natural or any associate company thereof will not there- 
after be eligible to serve in either such position with Wisconsin Gas, 
and conversely, until the expiration of a period of three years from 
termination of such service. 

As of March 31, 1975, officers of Wisconsin Gas and the directors 
who are to remain on the company’s Board were owners of 4,632 
shares of American Natural common stock, including 1,845 shares 
held by the President of Wisconsin Gas. Of that total, 3,269 shares 
are held pursuant to the Employee Savings Plan of the American 
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Natural System. Upon severance of Wisconsin Gas from American 
Natural there will be no further acquisitions of American Natural 
common stock on behalf of employees of Wisconsin Gas pursuant to 
any savings plan, except that as stockholders of American Natural 
such employees may participate in that company’s dividend-reinvest- 
ment plan. 

Data-processing services currently performed for Wisconsin Gas by 
Service Company will be continued until such time, estimated at about 
18 months, as Wisconsin Gas makes its own independent arrangements. 
Service Company will also continue to perform services relating to 
Federal income tax returns for the tax years 1974 and 1975 (and, to 
the extent necessary, prior tax years) until all matters pertaining 
thereto are finally closed. It is stipulated that these services or any 
other service requested by Wisconsin Gas will be performed by Service 
Company at cost in accordance with Section 13 of the Act and appli- 
cable rules thereunder; and that, by way of supplementary filings in 
this proceeding under Rule 24, Service Company will report annually 
the nature and content of these services rendered to Wisconsin Gas 
and the cost thereof (which will be stated to be in accordance with 
Section 13 and applicable rules), and the termination or any substan- 
tial reduction of such services. In the year ended December 31, 1974, 
Wisconsin Gas’ total cost for data-processing and tax services amounted 
to approximately $1,255,000. 

American Natural, now a Delaware corporation, will be reincor- 
porated as a Michigan corporation. A new Michigan corporation will be 
organized named American Natural Gas Company (“American Nat- 
ural (Michigan)”) which will initially issue, and American Natural 
will acquire for $100, 100 shares of $1 par value common stock. After 
distribution of the Wisconsin Gas stock to American Natural’s stock- 
holders, American Natural will be merged into American Natural 
(Michigan). All of the outstanding shares of American Natural, $10 
par value, will be converted into an equal number of shares of Ameri- 
can Natural (Michigan) with a par value of $1 per share. The assets 
and liabilities, and all the rights, privileges and obligations, of Ameri- 
can Natural (Michigan) immediately following the merger will be 
the same as those of American Natural just prior to the merger; and 
the rights and privileges pertaining to American Natural (Michigan)’s 
common stock will not differ materially from those attaching to the 
present common stock of American Natural. 

The divestment of Wisconsin Gas will reduce the size of the Ameri- 
can Natural System by some 10%. Selected data, on a consolidated 
basis, actual and pro forma as at December 31, 1974, are shown below. 
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[In millions of dollars] 


Actual ® Percent Pro forma Percent 


Total assets 


Capitalization: 
Capital stock 
Other paid-in capital 
Retained earnings 


Total common equity-.-....-------.---------- 
Long-term debt » 


Total capitalization 


Per Share: 
Book value be 
Earnings i 4.33 
Dividend y 2. 54 





® Adjusted for sale of 2,000,000 shares of American Natural common stock in March 1975. 
> Exclusive of current sinking fund requirements. 
° Reflects reduction of par value from $10 to $1 per share pursuant to proposed merger. 

The proposed Plan of American Natural was approved by a re- 
quisite vote of its shareholders on April 30, 1975, pursuant to proxy 
solicitation theretofore authorized by our order.* The proposed re- 
classification of Wisconsin Gas’ capital stock has been approved by 
the Public Service Commission of Wisconsin. No other State com- 
mission, and no Federal commission other than this Commission, has 
jurisdiction over the proposed transactions. 

Upon consummation of the Plan, American Natural (Michigan) 
will have a single public utility subsidiary company as defined in the 
Act—Michigan Consolidated, also a Michigan corporation conducting 
substantially all of its business within that State. On that prospective 
basis American Natural requests an order pursuant to Section 3(a) (1) 
of the Act exempting, American Natural (Michigan) and its subsidiary 
companies from all provisions of the Act except Section 9(a) (2) 
thereof. 

Fees and expenses (partially estimated) incurred and to be incurred 
in connection with the proposed transactions are: for American Na- 
tural, $455,000—including counsel fees of $90,000, and fees of account- 
ants, financial advisor, and geologist of $21,000, $25,000 and $16,250, 
respectively ; and for Wisconsin Gas, $135,000—including counsel fees 
of $35,000 and NYSE listing fee of $55,217. All fees and expenses will 
be charged to expenses. 

On the basis of the record, we find that the applicable provisions of 
the Act and the rules thereunder are satisfied, and that it is appropriate 
in the public interest and in the interest of investors and consumers 


§ Holding Company Act Release No. 18832 (February 28, 1975), 6 SEC Docket 383. 


246-829 0 - 79 - 50 
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that said application-declaration, as amended, be granted and permit- 
ted to become effective : 

IT IS ORDERED, accordingly, pursuant to the applicable provi- 
sions of the Act and rules thereunder, that said application-declara- 
tion, as amended, be, and it hereby is, granted and permitted to become 
effective forthwith, subject to the terms and conditions prescribed in 
Rule 24 promulgated under the Act, including the filing thereunder 
of the requisite reports of Service Company, as foresaid. 

IT IS FURTHER ORDERED, pursuant to Section 3(a)(1) of 
the Act, that American Natural Gas Company and its subsidiary 
companies as such are exempt from all provisions of the Act and rules 
thereunder except Section 9(a) (2), effective upon delivery to a distri- 
bution agent of the common stock of Wisconsin Gas for distribution 
to the stockholders of American Natural and upon reincorporation of 
American Natural under the laws of the State of Michigan. 

By the Commission. 





IN THE MATTER OF 
THE APPLICATION OF 
THOMAS E. JACKSON 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-4079. Promulgated June 16, 1975 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Scheme to Defraud 


Where registered representative of member of registered securities association 
forged signatures on applications for insurance in order to obtain commissions 
to which he was not entitled, association’s findings that such conduct violated 
its rules of fair practice afirmed, and sanctions sustained. 


Jurisdiction 


Registered securities association has authority to discipline registered rep- 
resentative of a member for misconduct which violates association’s rules even 
though misconduct does not arise from securities activities. 


APPEARANCES : 

Thomas EF. Jackson, pro se. 

John F. Mylod, Jr. and Andrew McR. Barnes, for the National As- 
sociation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Thomas E. Jackson, who was a registered representative of Modern 
America Securities Corporation, a member of the National Associa- 
tion of Securities Dealers, Inc. (“NASD”), appeals from disciplinary 
action taken against him by the NASD. The NASD found that Jack- 
son forged the signatures on at least three applications for insurance 
in order to obtain commissions to which he was not entitled. 

The record fully supports, and we affirm, the NASD’s findings of 
misconduct. Jackson was hired by Modern America in October 1969 


1The NASD also found that Jackson induced one person to apply for insurance through 
misrepresentation. However, Jackson was not charged with any such misconduct. 


45 S.E.C.—34——-11476 
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to sell mutual funds and insurance on a monthly payment basis. In 
May 1970, the firm changed its commission payment schedule to allow 
salesmen to receive their full year’s commission on an insurance policy 
in advance. Shortly thereafter, the firm’s suspicions were aroused when 
Jackson submitted a number of insurance applications accompanied 
by his personal check for the first month’s premium. An iavestigation 
was made by the firm which disclosed that, in at least three instances, 
the persons who were purportedly applying for insurance had neither 
told Jackson that they wanted the insurance nor signed the applica- 
tion. As a result of the investigation, Jackson was fired. 

Jackson argues that the NASD cannot discipline him since it has 
no jurisdiction over misconduct unrelated to securities. We disagree. 
The 1938 Maloney Act (“Act”) amendment to the Securities Exchange 
Act, which provided for the voluntary registration of self-regulatory 
associations of securities dealers, sought to eliminate abuses in the 
over-the-counter markets by setting up a system of cooperative regula- 
tion.? The Act provides that no association may become registered 
unless it appears to this Commission that : 

“The rules of the association are designed to prevent fraudulent and ma- 
nipulative acts and practices, to promote just and equitable principles of 
trade, . . . and, in general, to protect investors and the public interest... .” 

The NASD, the only association that has ever registered under the 
Act, did adopt such rules. Section 1 of Article III of the NASD’s 
Rules of Fair Practice, which Jackson is charged with having vio- 
lated, is one of them. That section requires adherence to “high stand- 
ards of commercial honor and just and equitable principles of trade.” 
Jackson’s conduct obviously did not meet that standard. And we see 
no reason why the NASD should be precluded from carrying out its 
mandate to protect its members and their customers against a repeti 
tion of the kind of conduct in which Jackson engaged. Although 
Jackson’s wrongdoing in this instance did not involve securities, the 
NASD could justifiably conclude that on another occasion it might. 

The NASD censured Jackson and barred him from association with 
any NASD member. Jackson argues that these sanctions are too severe. 
He points out that the firm issued no policies on the forged applica- 
tions and lost no money. We consider the sanctions imposed by the 
NASD fully warranted. The fact that Jackson’s fraudulent scheme was 
unsuccessful is hardly a mitigative factor. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans, Sommer and Potiack). 


4See S. Rep. No. 1455, 75th Cong., 3d Sess. (1938) ; H.R. Rep. No. 2307, 75th Cong., 3d 
Sess. (1938). 





IN THE MATTER OF 


THE APPLICATION OF 
G. FREDERIC HELBIG & CO., INC. 


G. FREDERIC HELBIG 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 38-3803. Promulgated June 16, 1975 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure of Supervision 
Failure to Register Principal 


Where member of registered securities association and its president failed to 
supervise vice president who engaged in a wide variety of fraudulent practices 
for more than a year and a half, and permitted vice president to act in a manage- 
rial capacity for over two years although he never passed the association’s 
qualification examination for principals, association’s findings that such conduct 
violated its rules of fair practice affirmed, and sanctions sustained. 


APPEARANCES : 
G. Frederic Helbig, for G. Frederic Helbig & Co., Inc. and pro se. 
John F. Mylod, Jr., for the National Association of Securities 
Dealers, Inc. 
FINDINGS, OPINION AND ORDER 


G. Frederic Helbig & Co., Inc., (“Helbig & Co.” or “the firm”), a 
member of the National Association of Securities Dealers, Inc. 
(“NASD”), and G. Frederic Helbig, its president and sole stock- 
holder, appeal from NASD disciplinary action. The NASD found that 
applicants failed to exercise proper supervision over the firm’s vice 
president (“X”) in connection with his misappropriation of funds and 
securities belonging to the firm and its customers. The Association also 
fuund that applicants permitted X to perform the duties and func- 
tion of a principal without promptly registering him as such. 

Helbig hired X, then a full-time insurance salesman, in 1966. In 


1967, Helbig & Co. changed its organizational structure from a sole 


45 S.E.C.—34——-11477 
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proprietorship to a corporation. However, it remained a small, two- 
man firm, executing about 20 over-the-counter transactions a week on 
an agency basis. Although Helbig retained full ownership of the firm, 
X was made vice president, put in charge of all back office functions . 
and authorized to sign checks. 

The NASD found that, from February 1968 to October 1969, X 
cheated the firm and its customers out of some $18,000.1 He managed 
that by means of a wide variety of fraudulent practices. These in- 
cluded the conversion of checks sent to the firm by customers, the mis- 
appropriation of money due a customer, the conversion of proceeds 
from the sale of securities belonging to the firm, and the drawing of 
checks on the firm’s bank account to pay personal obligations. X even 

‘made improper use of Helbig’s Diners Club card, and borrowed money 

on Helbig’s insurance policies. His many fraudulent activities con- 
tinued undetected for more than a year and a half. They were dis- 
covered only after he left the firm. 

The picture that emerges from this record is of applicants’ total 
failure to supervise X. As the NASD found, X was frequently left 
in charge of the firm’s operations when Helbig was absent, despite the 
fact that X never succeeded in passing the NASD’s qualification ex- 
amination for principals.? In another disciplinary action against the 
firm and Helbig, which they did not appeal, the NASD found that 
Helbig & Co. operated in violation of net capital requirements for 
part of the period at issue here. The Association there stated : 

“On the record before us, we are critical of what we perceive as a man- 
agerial void and an administrative system which permitted the unrestrained 
and uncontrolled operation of the member’s business by someone other than 
its principal.” * 

The president of a broker-dealer firm necessarily assumes the duties 
of keeping himself informed of the firm’s activities, of providing ade- 
quate supervision, and of taking whatever steps are necessary to se- 
cure compliance with the law. While he may reasonably delegate a 
particular function to another person in the firm,‘ he cannot relieve 
himself of his overall supervisory responsibilities by relying on some- 
one else to perform in his stead.° As for the firm, Section 27 of Article 
IIT of the NASD’s Rules of Fair Practice provides that “final respon- 


1X, a respondent in these proceedings, was barred frém association with any NASD 
member and fined $15,000 although the NASD noted that, upon demand, he subsequently 
made restitution to Helbig & Co. He did not appeal from the NASD’s findings and 
sanctions. 

8 He took the examination twice and failed it twice. 

8 NASD District No. 12, Complaint Nos. NY-1192 and NY-1280. 

4 See, ¢.g., Barraco and Company, 44 8.E.C. 589, 541 (1971) ; Weston and Company, Inc., 
44 S.E.C. 692, 694-5 (1971). 

SL, A. Frances, Ltd., 44 §.E.C, 588, 598 (1971) ; Albion Securities Company, Inc., 42 
8.E.C. 544, 547 (1965). 
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sibility for proper supervision shall rest with the member.” * We find 
that applicants improperly abdicated their supervisory functions.’ Ac- 
cordingly, we affirm the NASD’s findings of violation with respect to 
applicants’ deficient supervision.® 

The NASD’s By-Laws require a registered representative, whose 
duties are changed so as to require his classification as a principal, to 
pass the NASD’s qualification examination for principals within “a 
reasonable period of time following such change.” ® Unless he does so, 
his registration as a principal cannot become effective, and a member 
cannot permit his association in a principal capacity. As Helbig was 
aware, X exercised managerial functions at Helbig & Co. for over two 
years without passing the NASD’s examination for principals. 

Applicants assert that the NASD was aware of the situation with 
respect to X and never objected. But they cannot shift their respon- 
sibility for compliance with applicable requirements to the NASD. A 
regulatory authority’s failure to take early action neither operates as 
an estoppel nor cures a violation.’° We affirm the NASD’s finding that 
applicants violated its rules by permitting X to continue as a principal 
of the firm.” 

The NASD expelled Helbig & Co. from membership, barred Helbig 
from association with any member in a principal, managerial or 
supervisory capacity, fined Helbig $2,000, censured him and assessed 
costs. In assessing sanctions, the NASD took into account its prior 
disciplinary proceedings against applicants. 

In 1968, the NASD found that applicants had violated Regulation 
T, sent customers improper confirmations, failed to send required 
notices to customers with free credit balances, failed to prepare and 
maintain books and records as required, and failed to establish written 
supervisory procedures.’? In 1974, as already noted, the NASD found 
that applicants had operated in violation of net capital requirements 
as of nine month-end dates during the period April 1969 through 
February 1970.1 And in 1972, without admitting or denying the 
charges against them, applicants consented to findings of net capital 
and recordkeeping violations in proceedings brought against them by 
this Commission. 


6 See Charles E. Marland € Co., Inc., 45 S.B.C. 632, 636 (1974). 

7? Applicants claim that the firm was incorporated and X made a vice president “upon 
the insistence of the NASD.’ Even assuming this to be the case, applicants were not 
relieved thereby of their supervisory responsibilities. 

8 Sections 1 and 27 of Article III of the NASD’s Rules of Fair Practice. 

® Section 2 of Article XV and Section 1(c) of Schedule C. 

10 See Don D. Anderson & Co., Inc., 43 S.E.C. 989, 991 (1968), and cases there cited. 

11 Section 1 of Article III of the NASD’s Rules of Fair Practice. 

13 District No. 12, Complaint No. NY—1046. 

13 District No. 12, Complaint Nos. NY—1192 and NY-—1280. 

14 Securities Exchange Act Release No. 9541 (March 22, 1972). 
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Under the circumstances, we are unable to find the sanctions im- 
posed on applicants excessive or oppressive, having due regard to the 
public interest. 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrerr and Commissioners 
Loomis, Evans, Sommer and Potiack). 


Grorce A. Frrzstmmons, 
Secretary. 





IN THE MATTER OF 


THE APPLICATION OF 
CAROLINA SECURITIES CORPORATION 


NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-4322. Promulgated June 17, 1975 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Failure to Comply with Free-riding and Withholding Interpretation 
Failure to Supply Requested Information 


Where member of registered securities association allocated to three accounts 
restricted under the association’s free-riding interpretation a total of 15% of its 
participation in an offering which rose to an immediate aftermarket premium 
of almost 40%, and failed to report its sale to one of those accounts on an as- 
sociation questionnaire, association’s findings that allocation was disproportion- 
ate and that member’s conduct violated its rules of fair practice affirmed, and 
sanctions sustained. 


APPEARANCES: 


Glenn EF. Anderson, president, for Carolina Securities Corporation. 
Lloyd J. Derrickson and Frank J. Formica, for the National As- 
sociation of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Carolina Securities Corporation (“CSC” or “applicant”) , a member 
of the National Association of Securities Dealers, Inc. (“NASD”), 
seeks review of disciplinary action taken against it by the Association. 
The NASD found that CSC violated the NASD’s interpretation with 
respect to free-riding and withholding, and failed to provide requested 
information on a special Board of Governors questionnaire. For these 
infractions of Article III, Section 1 of its Rules of Fair Practice, the 
Association censured applicant and fined it $1,000. 


1 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. 


45 S.E.C.—34——-11482 
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The NASD’s free-riding interpretation provides that a member 
participating in a public offering of securities which immediately 
trade at a premium in the aftermarket (a “hot issue”) must make a 
bona fide distribution of such securities to the public at the public 
offering price. To that end, the interpretation forbids the member to 
retain any of the securities, or to sell them to any of its officers, direc- 
tors, employees or members of their “immediate families” which is 
defined to include parents. During the period in question here, the 
interpretation provided an exception to that prohibition if the member 
could demonstrate, among other things, “that the aggregate of the 
securities so... sold ... [was] not disproportionate in amount as 
compared to sales to members of the public.” 

In June 1971, CSC participated to the extent of 4,000 shares in a 
public offering of the common stock of Baker Brothers, Inc. at $18 per 
share. The issue traded at an immediate premium in the aftermarket, 
the first bids quoted ranging from 2314 to 25. CSC sold 600 shares, or 
15% of its participation, to accounts restricted by the NASD’s inter- 
pretation—200 shares to the mother of one of its salesmen, 200 shares 
to the father of another, and 200 shares to the trustee for its employee 
profit sharing plan. The NASD found the total allocation to restricted 
accounts disproportionate compared to sales to members of the public. 
It additionally found that CSC failed to report the sale to the mother 
on a special questionnaire with respect to the Baker Brothers offering, 
sent to CSC by the NASD’s Board of Governors. 

Applicant concedes that it sold 600 shares of its participation to 
accounts restricted by the NASD’s interpretation, and that it failed 
to disclose the sale to the mother on the NASD questionnaire. It con- 
tends, however, that its sales to restricted accounts were not 
disproportionate. 

Applicant argues that the NASD failed to provide its members with 
sufficient guidance as to the meaning of the term “disproportionate” 
and that, in any event, the Association failed to take significant factors 
into account in applying that test here. Instead, according to appli- 
cant, the NASD, without informing its membership, arbitrarily deter- 
mined that sales to restricted accounts aggregating more than 10% of 
a member’s participation automatically violate the free-riding 
interpretation. 

These contentions are without merit. Almost 15 years ago, in the 
first case to come before us involving the NASD’s interpretation, we 
rejected the argument that the “disproportionate” test was too vague 
a basis for disciplinary action.” We stated there: 


® First California Company, 40 S.B.C. 768, 772 (1961). 
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“A prescription by the NASD of a fixed percentage as the measure of 
disproportionateness [is] neither necessary nor appropriate. An allotment 
to an insider which might be fair under the facts of one case, such as where 
very little . . . market premium and no material restriction of supply was 
involved, might be unfair and disproportionate under the facts of another.” ° 

Here the immediate aftermarket premium was almost 40% of the 
offering price, a circumstance which should have put applicant on 
notice that a violation could result if it persisted in allocating the 
shares in question to restricted accounts. Prior to the period at issue 
here, we had affirmed the NASD’s findings that allocations to such 
accounts were disproportionate in two cases where the tota] amount 
allotted was only 15% and 12.9%, respectively, of the member firm’s 
participation.* And a report of our conclusion in one of those cases ° 
appeared in the NASD Manual at the time of applicant’s participation 
in the Baker Brothers offering. 

Applicant points to the fact that, although it was only able to 
obtain 4,000 shares of the offering, its original underwriting commit- 
ment was for 6,000 shares. And it argues that, in applying the dispro- 
portionate test, the NASD should have considered this factor, as well 
as the fact that, unlike many other cases where a disproportionate al- 
lotment has been found, the allocation to restricted customers in this 
case involved more than a single account, and the securities in ques- 
tion were not retained by the member or purchased by its officers or 
employees, or their spouses and dependents.° 

We cannot accept these contentions. The disproportionate test ap- 
plies to a firm’s actual participation in an offering, not to what it 
would have obtained had it received all the shares it wanted.’ And the 
very basis of that test is the size of the total allocation made to re- 
stricted accounts compared with the amount of securities sold to mem- 
bers of the public. For purposes of that determination, the number and 
type of restricted accounts that receive shares are irrelevant. 

Finally, there is no basis for applicant’s claim that the NASD has 
secretly determined that sales to restricted accounts in excess of 10% 
of a firm’s participation are per se disproportionate. In November 
1973, the NASD issued a clarification of the interpretation in which 
it said: 

“In respect to the determination of what constitutes a dispro- 
portionate allocation, the Association uses as a guideline 10% 






3 Id. 


‘Bailey € Oo., 41 S.E.C. 847, 849 (1964) ; Rentz ¢ Company, Inc., 43 S.E.C. 436, 441 
(1967). 

5 Bailey & Co., supra. 

* Applicant’s employees, of course, had a beneficial interest in its profit sharing plan. 
See First California Company, supra. 
7Cf. L. H. Rothchild & Co., 41 8.B.C. 729, 731 (1963). 
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of the member’s participation in the issue. . . . It should be noted, 
however, that the 10% factor is merely a guideline similar to the 
Association’s 5% Mark-Up guideline, and is one of a number of 
factors . . . considered. . . . These other factors include, among 
other things, the size of the participation, the offering price of the 
issue, the amount of securities sold to restricted accounts, and 
the price of the securities in the after-market.” 
We find nothing improper in the NASD’s use of a 10% guideline,* 
and we affirm the Association’s findings of violations.° 
CSC urges a number of factors in mitigation. It states that this is 
the first disciplinary action against it by any regulator agency, that 
it did not benefit from the transactions in question, that the sale to the 
mother of one of its salesmen went undetected because she had remar- 
ried and changed her name, that the account of the father, who had 
been an active customer for many years, had only recently become re- 
stricted when his son became a CSC employee, and that CSC has 
made “a determined effort” to comply with the NASD’s interpretation. 
We are unable to find the sanctions imposed on CSC excessive or 
oppressive, having due regard to the public interest. The gravamen of 
a withholding violation is not the specific profit to the member, but 
the impairment of a free securities market, to the member’s indirect or 
potential advantage."° In this connection, we note that the fine assessed 
is only a fraction of the aggregate premiums at which the withheld 
securities could have been sold in the immediate aftermarket, and less 
than the profit which could have been realized on the shares allotted 
to the firm’s profit sharing plan alone. Finally, we note that, in 
assessing sanctions against applicant, the NASD took account of the 
“clearly inadvertent nature” of CSC’s violations. 
Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 
By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Potiack) ; Commissioner Sommer not participating. 


8 See Rothschild Securities Corporation, 45 S.B.C. 444, 447 n.9 (1974). 

® Applicant also complains about the five month hiatus between the hearing before the 
Board of Governors in this matter and the Board’s decision. The asserted “delay” hardly 
appears undue, and no prejudice is claimed by applicant as a result thereof. 

1 Rentz & Company, Inc., supra, 43 S8.E.C. at 448. Rothschild Securities Corporation, 
supra, 45 S.E.C. at 447. 

See L. H. Rothchild € Co., supra, 41 S.E.C. at 731; Rothschild Securities Corporation, 
supra. 





IN THE MATTER OF 
HARRIS, KERR, FORSTER & COMPANY 


File No. 3-4696. Promulgated July 2, 1975 


Securities Exchange Act of 1934 


OPINION AND ORDER 
RULE 2(e) OPINION 


I. INTRODUCTION 


This opinion under Rule 2(e) (1) of the Commission’s Rules of Prac- 
tice (specifically, Section 201.2(e) (1) (ii) and (iii) of Title 17, Code 
oj Federal Regulations) arises out of the conduct of Harris, Kerr, 
Forster & Co. (“HKF’”’), a partnership of independent public account- 
ants, in its audit engagement and unqualified report upon the financial 
statements of Stirling Homex Corporation (“Stirling Homex”) for 
the fiscal year ended July 31, 1970.1 These financial statements and 


HKF’s unqualified report on them were included in Stirling Homex’s 
(1) 1970 Form 10-K filed with the Commission; (2) 1970 Annual 
Report to Shareholders; (3) 1971 Registration Statements for of- 
fering of 500,000 shares of Stirling Homex cumulative convertible 
preferred stock; (4) 1971 Form 10-K filed with the Commission, 
and (5) 1971 Annual Report to Shareholders. It is our opinion that 


1 §§ 201.2(e)(1) provides as follows: The Commission may deny temporarily or perma- 
nently, the privilege of appearing or practicing before it in any way to any person who is 
found by the Commission after notice of and the opportunity for hearing in the mat- 
ter... (ii) to be lacking in character or integrity or to have engaged in unethical or im- 
proper professional conduct, or (iii) to have willfully violated, or willfully aided and 
abetted the violation of any provision of the Federal securities laws (15 U.S.C. secs. 77a 
to 80b—20), or the rules and regulations thereunder. 

7HKF was not Stirling Homex’s independent auditor at the time of the offering by 
Stirling Homex of its preferred stock. The independent auditing firm of Peat, Marwick, 
Mitchell & Co., which replaced HKF, reported on the financial statements of Stirling 
Homex and consolidated subsidiaries for the seven months ended February 28, 1971, 
the most current audited financial statements included in the 1971 Registration State- 
ment of Stirling Homex. The conduct of the accounting firm of Peat. Marwick. Mitchell & 
Co., with respect to Stirling Homex is discussed in ASR Release No. 173 also issued by 
the Commission today (Peat, Marwick, Mitchell & Co., 45 S.E.C. 789 (1975). 


45 S.E.C.—34——-11514 
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these financial statements were false and misleading. While it is our 
opinion that HKF’s execution of its 1970 Stirling Homex engagement 
was not performed in accordance with generally accepted auditing 
standards (“GAAS”), HKF appears to have been a victim of a 
deliberate scheme to defraud, including the misrepresentation and 
concealment of certain material facts, perpetrated by certain man- 
agement and supervisory personnel of Stirling Homex and others.* 

HKF has submitted to the Commission a waiver of the institution of 
formal administrative procedings under Rule 2(e)(1) and has con- 
sented to the entry of an order containing certain findings, conclu- 
sions and remedial sanctions. 

Under the terms of HKF’s waiver and consent, HKF solely for the 
purpose of settlement of this matter, and without admitting or deny- 
ing the Commission’s findings of law, and without admitting or 
denying any fact except for the purpose of this settlement, consented, 
among other things, to the entry of an appropriate order. 

After due consideration of the offer of consent, we have determined 
that it is appropriate and in the public interest to accept this consent. 


II. BACKGROUND 


Stirling Homex was in the business of manufacturing and install- 
ing modular dwelling units in low-to-moderate income housing devel- 


opments under the sponsorship of a local public housing authority. 
During fiscal 1970, a rapid expansion in Stirling Homex’s modular 
housing manufacturing capacity occurred. This expansion was ac- 
companied by widespread publicity and a volatile stock price move- 
ment. During this period, Stirling Homex’s management sought to 
maximize income in hopes of supporting and maintaining an inflated 
price/earnings ratio. Stirling Homex attempted to progress from a 
small construction company to a leader in the nascent modular housing 
industry. 

Stirling Homex’s reported sales of modular housing were $5.4 mil- 
lion in 1969 and $16.5 million in fiscal 1970. The apparent impetus to 
this revenue growth was the recognition of modular sales attributable 
to “turnkey” projects which, under certain conditions, qualified for 
financial assistance from the Department of Housing and Urban De- 
velopment (“HUD”). Stirling Homex achieved these increased sales, 


*Today the Commission also announced the filing of a civil injunctive complaint in this 
matter entitled Securities and Exchange Commission v. Stirling Homex Corporation, et al. 
In addition, the Commission issued pursuant to Section 21(a) of the Securities Exchange 
Act of 1984 a “Report of Investigation in the Matter of Stirling Homex Corporation 
Relating to Activities of the Board of Directors of Stirling Homex Corporation.” 
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in the Commission’s view, through the improper recognition of reve- 
nues and realization of profits with respect to the manufacture and in- 
stallation of modular dwelling units. In 1972, Stirling Homex was 
declared bankrupt. 

III. 1970 AvupiT 


A. HKF’s Understanding of Stirling Homex’s Business 


In its review of the turnkey contracts, HKF considered only the 
relationship between Stirling Homex and the local housing authorities 
(“LHAs”). HKF’s concern centered around Stirling Homex’s ability 
to perform under the contracts with the LH As and not with the LH As’ 
ability to fulfill their financial obligations, nor with the commitment 
of financing by HUD. HKF, in the opinion of the Commission, did not 
fully understand the funding provisions applicable to Stirling 
Homex’s operations under the HUD turnkey program and did not 
seek expert advice. 

In addition, HKF did not determine whether financial responsi- 
bility existed on the part of Stirling Homex’s customers to purchase 
the completed turnkey projects. In fact, the LH As did not have the 
necessary financing to carry out these turnkey housing programs with- 
out massive HUD assistance.* Moreover, the terms of the turnkey 
contracts between Stirling Homex and the LHA’s were specifically 


conditioned upon HUD’s approval, which approval had not been 
obtained : 


“The approval of this Agreement by the Government signifies that the 
undertaking by the Purchaser of the acquisition of the property constitutes 
a project eligible for financial assistance under the Annual Contributions 
Contract ‘ identified in Exhibit ‘C’; that said Annual Contributions Con- 
tract has been properly authorized; that funds have been reserved by the 
Government and will be available to effect payment and performance by the 
Purchaser hereunder; and the Government approval of the terms and 
conditions hereof.” 


Revenues from these turnkey projects were included in sales during 
the 1970 fiscal year, although the required HUD approval was absent 
from most of the turnkey contracts. These contracts were available to, 
and were reviewed by, HKF and were maintained in HKF’s work- 


3 While Note 3 to the Company’s financial statements for the fiscal year ended July 31, 
1970 indicates that the housing projects purchased by the LHAs were Federally financed 
and because of this “no provisions for doubtful accounts was considered necessary”, 
this footnote was misleading because it failed to disclose that no firm commitment for 
funding of any Stirling Homex project had been made by any Federal agency responsible 
for funding Stirling Homex’s projects. 

4The Annual Contributions Contract is the document whereby HUD guarantees a 
commitment of funds to the LHAs. 
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papers. HKF did not consider HUD’s approval necessary to the rec- 
ognition of Stirling Homex revenues. HKF was aware of the existence 
of a large number of modules reflected in sales to LHAs under turn- 
key contracts which had not been installed on the project sites as at 
July 31, 1970. HKF was also aware that the turnkey contracts pro- 
vided that the risk of loss remained with Stirling Homex until the 
project was completed and contained no provision for payment until 
such time. In the Commission’s view, the recognition of revenue under 
these circumstances was inappropriate. 


B. HKF Procedures Employed on Stirling Homex Projects 

Toward the end of fiscal 1970, HKF established certain criteria per- 
taining to turnkey contracts that had to exist before HKF would 
acquiesce to revenue recognition by Stirling Homex on the modules 
manufactured and assigned to specific projects. These criteria were 
established by HKF because it wanted reasonable assurance that 
the turnkey contracts would, in fact, be completed by Stirling Homex. 
HKF made the judgment that the LHAs would meet their financial 
obligations when a certificate of occupancy was issued. 

Therefore, during the period, HKF required that the following 
criteria be met by Stirling Homex in order to recognize revenue on the 
projects: (1) Stirling Homex own or “control” the land upon which 
the project was to be constructed; (2) any of the following: (i) con- 
struction on the project site; or (ii) possession of a building permit; 
or (ili) reasonable assurance that a building permit would be forth- 
coming; and (3) in certain instances, modules be turned over to a 
common carrier. 

The focus of these elements was unfortunate because it turned on 
Stirling Homex’s ability to perform under the turnkey contracts and 
not upon the ability of the LHA’s to pay. However, the LHA’s ability 
to pay was totally dependent on the commitment of HUD financing 
and, as previously indicated, this was not adequately considered by 
HKF.® 


C. Projects 
1. General Discussion 
During fiscal 1970, Stirling Homex improperly recognized revenue 
of approximately $3.7 million on 8 turnkey projects,® located in Erie. 


5 Almost no documentary evidence exists in HKF’s workpapers demonstrating a commit- 
ment for financing by HUD to support income recognition by Stirling Homex on its 
turnkey projects. 

®In addition, two Akron, Ohio projects, Hillwood and Highland, on which Stirling 
Homex recognized revenue of $6,900,000, were being processed under the turnkey program. 
HKF did not determine whether the Akron Metropolitan Housing Authority had HUD 
approval for these projects, though such approval was required by the terms of these 
agreements. In fact, no such HUD approval existed. 
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Pennsylvania; Worcester, Massachusetts; and Sanford, Maine. None 
of the contracts for these projects had been countersigned by HUD as 
at July 31, 1970, as required by the contracts and the applicable HUD 
guidelines. 

At no time did HKF make inquiry regarding the existence of HUD 
funding. This lack of inquiry, in the opinion of the Commission, did 
not meet the requirements of GAAS.’ 


2. Worcester, Massachusetts, Project 

Stirling Homex executed four contracts with the Worcester Housing 
Authority in July of 1970, in the closing days of the 1970 fiscal year. 
These contracts involved four separate projects to be financed under 
the HUD turnkey program. These contracts accounted for over $1 mil- 
lion in sales improperly recognized in fiscal 1970. 

The Worcester contracts do not contain any HUD approval. None 
existed. The engagement senior indicated this in HKF’s workpapers 
prepared during the 1970 audit of Stirling Homex: 

It was apparent from conversations that HUD is the financier of the 
Worcester developments. My question is that if HUD has not yet approved 
said contracts what will happen if such approval is not given. . . . Who 
would pay for the developments[?] I would say that HUD’s approval could 
not be obtained until the following comes to pass (none of which happened 
until September or October). 

Yet Stirling Homex recognized revenue and income on these 
Worcester projects. The required HUD approval in some instances 
never occurred, and in others occurred well after the close of the 1970 
fiscal year. Moreover, HKF’s own revenue recognition criteria were not 
satisfied in one instance. One project site had been rejected by the 
zoning board as unacceptable and no new replacement site was ever 
found. Thus, Stirling Homex neither owned nor controlled the land 
on this project. The HKF workpapers indicate that HKF was aware 
that the modules assigned to the Worcester projects (assignment to 
a project was the basis for revenue recognition) were being stored at 
locations other than the project sites. 

As late as September 1970, the HKF engagement audit senior 
visually inspected the four Worcester project sites and found that 
two of the sites were only vacant lots. The third site had been rejected 


7The third standard of Auditing Field Work requires the examination of sufficient 
evidential matter as a predicate for the expression of the auditor’s opinion. The third 
general standard of auditing requires “due professional care’ in the performance of an 
engagement. (See Statement on Auditing Standards No. 1, published by the AICPA.) In 
the Commission’s opinion, HKF’s conduct, in this instance, fell below these minimal 
standards. 


246-829 0 - 79 - 51 
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by the City of Worcester zoning board,® and the fourth was approxi- 
mately 95% complete. 


3. Erie, Pennsylvania, Projects 


Stirlmg Homex entered into three contracts with the Housing 
Authority of the City of Erie on the very last business day of fiscal 
1970. These agreements covered three projects to be financed under 
the HUD turnkey program and accounted for approximately $1.7 
million in revenues recognized in fiscal 1970. As was the case with the 
Worcester projects, there was no evidence of a HUD financing com- 
mitment, and in fact, none existed. 


4. Notes to 1970 Financial Statements 


Footnote 3 to the Stirling Homex fiscal 1970 financial statements, 
captioned, “Receivables and Unbilled Amounts on Contracts,” states 
the following: 

The Company enters into various modular housing sale con- 
tracts with local housing authorities. These contracts contain an 
allocation of the sales price as between modular units, site de- 
velopment and installation, land and other reimbursables. The 
terms of certain sales contracts (“Turnkey”) provide for pay- 
ment and transfer of title upon completion and receipt of all 
approvals necessary for occupancy. 

The Company records sale of modular units after they have 
been manufactured and assigned to specific contracts. 

The notes and accounts receivable from affiliated companies 
represent sales to companies in which certain officers and direc- 
tors of the Company or members of their immediate families have 
an equity interest. 

The Company’s sales to local housing authorities are for Fed- 
erally financed housing projects which qualify for financial 
assistance from the Department of Housing and Urban Develop- 
ment. Dut to the nature of these sales, no provision for doubtful 
accounts is considered necessary. 

This note contained inaccurate and misleading statements in that 
the turnkey contracts entered into by Stirling Homex did not provide 


8The HKF workpapers indicate that the senior on the audit learned the following, 
“... the Bridgeport Street project was killed due to local opposition to developing a low 
income project. He [Stirling Homex’s legal representative in Worcester] says presently 
there are four sites under consideration as substitutes for the Bridgeport Street project, 
the selection of a final site is still open. I raised the possibility that since these matters 
are subject to public hearings (as evidenced by local newspaper reports on Providence 
and North Street), a substitute site may never be found. Therefore, I can see no basis 
under our present thinking for including Bridgeport Streets in sales.”” (Emphasis added.) 
HKF uncritically accepted Stirling Homex’s recognition of income on the Bridgeport 
Street project because of assurances by the Worcester Housing Authority and Stirling 
Homex that a substitute site would be found. 
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for an allocation of the sales price between modular and installation 
portions, although Stirling Homex submitted its proposals on such 
a basis. In order to obtain the concurrence of the LHA’s with the al- 
location, HKF suggested to Stirling Homex during its 1970 fiscal 
year audit that Stirling Homex have the LHA’s execute addenda to 
the turnkey contracts which would provide for a breakdown of modu- 
lar and installation sales. However, Stirling Homex refused to sub- 
mit the addenda to the local housing authorities for their 
signatures. 

Once HKF determined that Stirling Homex would not submit the 
addenda to the LHAs for their signatures, HKF decided on an al- 
ternative approach. In this regard, HKF sent two confirmation let- 
ters to the local housing authority on each project. One confirmation 
requested a verification of information regarding its contracts with 
Stirling Homex, including the date of contract, a breakdown of the 
total sales price between modular and installation sales, the terms 
of payment, and the number of dwelling units received by the 
housing authority: through July 31, 1970. The second confirmation 
requested a verification of the amount of apartment dwelling units 
completed and assigned by Stirling Homex to a project with the par- 
ticular local housing authority, as well as the amount billed by 
Stirling Homex through July 31, 1970. 

By structuring the confirmations in this fashion, HKF was at- 
tempting to confirm the information contained in the Stirling Homex 
addendum. However, HKF did not receive a signed confirmation 
from all of the housing authorities verifying such information; 
rather, certain of the housing authorities referred HKF back to the 
contracts for confirmation of the contract terms themselves. HKF’s 
attempt to confirm the breakdown of the total sales price and the 
dollar amount and number of modules completed and assigned to a 
project, the Commission believes, was inappropriate. 

Further, the last paragraph of Footnote 3 set forth above leaves 
the impression that HUD funds had been committed to the projects 
and thus there was no necessity for an allowance for doubtful ac- 
counts. In fact, there were no Federal funds committed to these 
projects. Additionally, during the course of its-audit engagement, 
HKF did not concern itself with this question. 


5. Conclusion 


In the Commission’s opinion, HKF’s audit was not performed in 
accordance with generally accepted auditing standards in that, among 
other things, it failed to acquire and examine sufficient competent 
evidential material concerning firm commitments of HUD financing 
to the projects. 
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In accepting HKF’s offer of settlement, the Commission has con- 
sidered the fact that HKF has not previously been subject to discipli- 
nary or enforcement proceedings instituted by the Commission, that 
the conduct occurred in 1970, that HKF was subsequently terminated 
by Stirling Homex because of disagreements with Stirling Homex 
over matters of accounting principles ° and that HKF was the victim 
of a deliberate scheme to defraud. Further, the Commission has con- 
sidered the professional conduct of HKF with respect to transactions 
and events that occurred after HKF issued its report on Stirling 
Homex’s 1970 financial statements, especially HKF’s insistence that 
Stirling Homex give full and complete disclosure in its 1971 Registra- 
tion Statement concerning two transactions that were recognized in 
income in financial statements that HKF was not reporting upon and 
at a time when HKF was no longer serving as independent auditor for 
Stirling Homex. 

In view of the above findings, the Commission concludes that 
HKF’s audit of Stirling Homex’s 1970 financial statements was not 
conducted in accordance with generally accepted auditing standards. 

Under the terms of its offer of settlement, Harris, Kerr, Forster 
& Company, without admitting or denying the Commision’s findings, 
and solely for the purpose of settlement, consented to the entry of an 
order embodying the following sanctions. 

Accordingly, IT IS ORDERED that proceedings pursuant to Rule 
2(e) of the Commission’s Rules of Practice be, and they hereby are, 
instituted against Harris, Kerr, Forster & Company, and Harris, Kerr, 
Forster & Company hereby is censured by the Commission. 

By the Commission. 

® Accounting Series Release No. 165, adopted December 20, 1974, after HKI was termi- 
nated by Stirling Homex, would, in circumstances such as these, require disclosure of 
the substance of the disagreements between the independent public accountant and the 


registrant. Securities Act Release No. 5550, Securities Exchange Act Release No. 11147, 
Accounting Series Release No. 165 (December 20, 1974), 5 SEC Docket 767. 





IN THE MATTER OF 
PEAT, MARWICK, MITCHELL & CO. 
File No. 38-4695. Promulgated July 2, 1975 
Securities Exchange Act of 1934 


OPINION AND ORDER 


Between February 1972 and March 1974 the Commission filed four 
civil injunctive complaints against Peat, Marwick, Mitchell & Co. 
(“PMM”) relating to PMM’s examinations of financial statements of 
National Student Marketing Corporation (“NSMC”), Talley Indus- 
tries, Inc. (“Talley”), Penn Central Company (“Penn Central’), and 
Republic National Life Insurance Company (“Republic National”). 
In addition, the Commission has completed an investigation relating 
to Stirling Homex Corporation (“Stirling Homex”) which has also 
raised questions concerning PMM’s audit of this Company’s financial 
statements.’ In order to resolve these controversies, PMM has submit- 
ted an offer of settlement which is described in detail below, and which 
we have considered and determined to accept. As contemplated by the 
settlement offer, without admitting or denying any of the statements 
and conclusions set forth herein, PMM has agreed to the institution of 
this Rule 2(e) proceeding and the issuance of the order hereinafter 
set forth.? 

The facts of these five matters, as they appear to the Commission, are 
set forth in some detail below, together with the Commission’s views 
on the accounting and auditing lessons to be learned from them. The 


1The first four matters have been the subject of injunctive actions brought by the 
Commission against the companies involved, other persons and PMM. 8.Z#.C. v. National 
Student Marketing Corp., et al., Civil Action No. 225-72 (D.D.C.) ; 8.£.C. v. Peat, Marwick, 
Mitchell ¢ Oo., instituted sub nom; 8.H.C. v. Talley Industries, Inc., et al., 73 Civ. 4603 
(S.D.N.Y.); 8.2.0. v. Republic National Life Insurance Co., et al., 74 Civ. 1097 
(S.D.N.Y.) ; 8.2.0. v. Penn Central Co., et al., 74 Civ. 1125 (E.D. Pa.). The fifth matter 
has been the subject of an investigation of the company, other persons and PMM. This 
opinion, except incidentally, does not attempt to deal with the other persons involved in 
these various controversies. 

2 For purposes of this settlement and carrying out of any procedure contemplated herein, 
PMM has waived separation of functions between the staff and the Commission. 


45 8.BE.C.—34——_11517 
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following highlights certain of the basic problems which have been 
noted by the Commission in these matters: 

The first set of problems relate to the process of taking on a new 
audit engagement and planning for the first audit. Three of these 
cases involved initial audits. 

In the VSMC case, there was inadequate communication between the 
predecessor auditor and PMM which resulted in PMM’s being unaware 
of doubts which the predecessor auditor had as to the integrity of 
management. In the Republic case, PMM was aware of disagreements 
between their predecessors and Republic’s management regarding dis- 
closure of and accounting for investments in its major debtor, but PMM 
did not investigate these differences in sufficient depth. The Commis- 
‘sion, in Accounting Series Release No. 153 Z’ouche Ross & Co., 45 
S.E.C. 469 (1974), already has expressed its view that the basic re- 
sponsibilities of auditors require full communication between pred- 
ecessors and successors. Another lesson appears in VSMC and Stir- 
ling, where the auditors accepted assertions by management concern- 
the special circumstances of the business involved although presenta- 
tion of the supposed results presented unusual accounting and audit- 
ing problems. In considerable measure this occurred because the audi- 
tors were not sufficiently familiar with the business context to assess 
the representations of management. Auditors should be particularly 
careful when the client asserts that special circumstances require un- 
usual accounting or auditing solutions and should either possess or 
avail themselves of sufficient industry knowledge to judge the sub- 
stance of the situation. In addition, in Stirling there was a division of 
ultimate authority for the engagement between two partners, one of 
whom operated out of an office far removed from the executive offices 
and the manufacturing facilities of Stirling, so that his ability to ac- 
tively plan and supervise this difficult first audit was substantially 
reduced. 

Another problem area highlighted by several of the cases is the need 
for emphasizing the importance of substance over form in determining 
accounting principles to be applied to particular transactions and 
situations. In addition to considering substance over form in particular 
transactions, it is important that the overall impression created by the 
financial statements be consistent with the business realities of the 
company’s financial position and operations. 

In the Penn Central case, PMM did not place sufficient emphasis on 
the economic substance of several transactions and hence permitted 
these transactions to be accounted for under principles which in our 
view were not applicable in the circumstances, More importantly, the 
inclusion of the sum of all these transactions in financial statements 
resulted in statements which, taken as a whole, did not communicate 
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to the user, the business realities of the company’s financial position 
and operations. 

We believe that an auditor must stand back from his resolution of 
particular accounting issues and assess the aggregate impact of the 
particular issues upon a reasonable investor’s perception of the eco- 
nomic substance of the enterprise for which financial statements are 
being presented. 

In several of these cases, serious problems arose in the application of 
percentage of completion accounting and its improper use to acceler- 
ate the recognition of revenue. Percentage of completion accounting is 
normally used in situations where the conventional approach of rec- 
ognizing revenue at the point of sale and delivery would produce 
a misleading picture of business activity. This is normally the case 
where there are substantial projects lasting longer than a year, where 
ultimate sales are assured by contract and where reasonable estimates 
can be made of the cost to complete the project. In the VSMC case, 
no firm sales had been made and, in fact, the percentage of completion 
was measured by the estimated percentage of sales effort expended. 
In addition, “projects” were of short duration and cost estimates were 
uncertain. Similarly, in Stirling, sales contracts were dependent on 
obtaining financing which was highly uncertain, and the costs of com- 
pletion were difficult to estimate. 

These cases emphasize that the use of accounting principles must be 
evaluated in the light of their applicability to the facts of the particular 
case, and that professionals must exercise the greatest care and judg- 
ment in appraising their applicability. While management may ini- 
tially select the principles to be followed, the independent accountant 
must be satisfied that in his professional judgment the principles 
selected are those which appropriately describe the business reality 
within the general framework of the accounting approach to economis 
measurement. 

Finally, in most of these situations, the auditors accepted the rep- 
resentations of management without obtaining independent audit 
verification of the realities underlying transactions. While the Com- 
mission does not suggest that management representations are not a 
significant source of evidence, it is apparent that if the independent 
professionalism inherent in the auditor’s role is to be maintained, evi- 
dence beyond these assertions must be obtained in significant audit 
areas. 

In Talley, for instance, the auditors accepted management’s esti- 
mates of contracts to be received despite the fact that Talley had to 
predict both total government contracts to be awarded and the com- 
pany’s expectations of its share of such total contracts. These largely 
subjective judgments were based on various forms of “soft” data and 
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were not sufficient for the purpose of assuming future orders. They 
also accepted Talley’s estimates of per unit cost reductions despite the 
fact Talley’s cost system was not capable of (and did not attempt to) 
monitor differences between estimated and actual cost figures. 

The recognizing of revenue in the VSMC case depended in part on 
the firmness of the “contracts” with NSMC’s customers. In that regard 
the auditors relied heavily on management’s representations that oral 
contracts were not unusual, and were sufficiently firm to be a basis for 
recognizing revenue. In the initial audit, they did not insist on writ- 
ten confirmations from customers, 

In Stirling sales and income were recognized in connection with the 
manufacturing and installation of modular housing for local housing 
agencies although the agencies, themselves without funds, were de- 
pendent upon federal financing and binding commitments for such 
financing were absent. In the Commission’s judgment, PMM accepted 
representations that documentation from the local agency constituted 
or was the practical equivalent of committed federal financing. As- 
signments of modules to specific contracts, ability to recover installa- 
tion cost overruns and the status of particular projects were other 
areas where PMM largely relied upon management representations 
and did not perform appropriate audit steps. 


* * * * * 


The following is a description of the five cases. 


NATIONAL STUDENT MARKETING CORPORATION 


Prior to discussing PMM’s role as independent auditors for Na- 
tional Student Marketing Corporation (“NSMC”) reference should 
be made to the circumstances under which the firm was engaged, In 
April 1968, NSMC made a registered public offering of 30,000 shares 
of its common stock.’ At the time of this registered stock offering, 
NSMC’s independent auditors were Arthur Andersen & Co. and Cov- 
ington & Burling was its outside counsel. In July of 1968, shortly 
before the close of NSMC’s fiscal year, Covington & Burling resigned 
as counsel to NSMC and was succeeded by White & Case (“NSMC’s 
outside counsel”). At approximately the same time, Arthur Andersen 
advised NSMC that it would not be available to undertake audit 
responsibilities for the fiscal year ending August 31, 1968. Arthur 
Andersen’s decision to resign apparently came as a result of a series 
of events which led Arthur Andersen and Covington & Burling to 


2 NSMC’s common stock was offered to the public at $6.00 per share. By September of 
1968, the stock was selling at $70 per share, about 350 times the last reported audited 
earnings per share. 
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question the reliability of information which they received from 
NSMC’s management. 

Upon being requested by NSMC to accept the audit engagement, 
PMM’s Washington office inquired of the managing partner of the 
local Arthur Andersen office as to whether there was any professional 
reason why PMM should not undertake to act as outside auditors for 
the company. This limited inquiry, which the Commission believes 
should have been viewed as including questions regarding management 
integrity, was answered in writing in the negative. PMM did not ask 
for the reasons why Arthur Andersen had resigned and Andersen did 
not supply any information in this regard.* The Commission believes 
that information pertaining to the integrity of management should be 
communicated between predecessor and successor auditors. The result- 
ing failure of communication caused PMM to undertake this engage- 
ment at a distinct disadvantage. While the kind of information Arthur 
Andersen and Covington & Burling had did not necessarily go to the 
fundamental integrity of NSMC’s management, it was nevertheless 
significant information which PMM should have sought more ag- 
gressively. The significance of the simultaneous changes of the inde- 
pendent auditors and outside counsel also should not have been 
overlooked. This additional information might have added signifi- 
cantly to the normal “healthy skepticism” with which the auditor 
approaches a professional engagement. 


PMM’s Aveust 31, 1968 ENGAGEMENT—ACCOUNTING FOR FIxED FEE PROGRAMS 


NSMC was organized in 1966 to engage in the development, mar- 
keting and implementation of various products and services of its 
own and of its clients to high school and college students. At this 
time, it maintained its executive offices in Washington, D.C. 

The clients of NSMC were companies wishing to sell their products 
and services in the student market. NSMC designed youth-oriented 
advertising programs to fit the needs of individual clients and sold 
its ability to implement those programs by distributing various ma- 
terials directly to the so-called youth market. Media used by NSMC 
in its youth marketing activities included campus poster advertising, 
handouts, direct mail, desk pads, college directories, newspaper in- 
sertions, films and product sampling. NSMC sold its services through 
account executives whose duties encompassed solicitation of prospec- 
tive clients, explanation of NSMC’s marketing capabilities and de- 
velopment and design of specific programs to meet clients’ marketing 
objectives. Posters, handouts, samples and other promotional ma- 


“Arthur Andersen acted on advice of counsel. We believe that at a minimum the fact 
that their response was limited by such advice should have been communicated. 
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terials used in the marketing programs were often made and de- 
livered to the NSMC distribution network by outside vendors and/or 
by the clients themselves. NSMC’s distribution network consisted of 
part-time campus representatives employed by NSMC who worked on 
& commission basis. 

NSMC’s revenues were generated on either a commission or fixed 
fee basis, depending upon the nature of the program. An example of 
a commission program was the distribution of posters with tear-off 
coupons for a magazine subscription. The client would pay a fee to 
NSMC per subscription application coupon received. An example of 
a fixed fee type program was a direct mailing to a specific number of 
addresses for a flat fee. Fixed fee business first became significant for 
NSMC during the latter half of fiscal 1968. 

As described to the auditors, NSMC’s increased efforts to obtain 
clients for particular marketing programs on a fixed fee basis were 
centered on NSMC’s recently expanded national sales operation cen- 
tered in New York City. The company had hired several account exec- 
utives whose efforts involved the creation of an overall marketing 
program—marketing strategy, media selection, art work, and the 
like—tailored to the needs of a particular client, its presentation to 
the client, possible revisions and a new presentation, and ultimately 
acceptance by the client. The programs were directed to the student 
market and thus were to be implemented at various seasons during 
the academic year. The program effort was the responsibility of the 
particular NSMC account executive who drew upon and supervised 
the various necessary talents of the New York office staff. As repre- 
sented by NSMC’s management, the only remaining functions after 
acceptance by the client were those of an essentially mechanical 
nature such as printing, mailing, placing posters, and the like with 
their costs being susceptible to a reliable estimation. A substantial 
amount of firm commitments allegedly had been obtained for such 
fixed fee programs prior to August 31, 1968 and it was represented 
that the creative effort had thus been largely accomplished, although 
implementation of the programs and billings were to take place at a 
later date. It was explained by NSMC to the auditors that, as was a 
common practice in the industry, these commitments were for the most 
part not in written contract form. 

When PMM commenced its examination of NSMC’s financial state- 
ments for the fiscal year ended August 31, 1968, it became immediately 
clear that NSMC’s internal accounting books and records were in very 
poor condition and that the journal entries were a month or two be- 
hind. By early October a preliminary profit and loss statement had 
been prepared by management which reflected a loss of approximately 
$220,000 for that year. It was at this time that the company’s manage- 
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ment, principally its chief executive officer, advised the auditors that 
its books and records did not include substantial amounts of revenues 
generated by NSMC’s New York office through the sale of fixed fee 
programs. From the beginning of October to the middle of Novem- 
ber, additional information was supplied to the auditors by NSMC 
which purported to show substantial commitments which would re- 
sult in income arising out of the operations of this aspect of NSMC’s 
business. Approximately 96% of NSMC’s consolidated earnings before 
income taxes and extraordinary items and forty percent of its assets 
resulted from the inclusion in NSMC’s financial statements for 1968 of 
revenues, less the accrual of related costs, from these fixed fee pro- 
grams described in the financial statements as “contracts in progress.” 
In our view, both this accounting treatment and the auditing in re- 
spect thereof were inappropriate for several reasons. Of the $1.76 mil- 
lion in revenues from unbilled receivables appearing in NSMC’s 1968 
financial statements, only about $200,000 was covered by written con- 
tracts from NSMC’s clients. The rest was reported as “contracts in 
progress” but in fact consisted of what were said to be oral “com- 
mitments,” the sole written evidence of whose existence consisted in 
most part of one page commitment reports of the NSMC account ex- 
ecutives. All of these commitment reports from the account executives 
were dated in October, some six weeks after the close of the com- 
pany’s fiscal year. These reports gave no indication that the purported 
commitments existed on August 31, 1968. The auditors’ work papers 
do not reflect that efforts were made to test whether they existed at 
August 31, 1968 or not.° 

Revenue should be recorded on a percentage of completion basis only 
in circumstances where (1) the ultimate realization of the revenue is 
reasonably assured, (2) the completion of the contract requires a rel- 
atively long period of time, (3) the partial performance of the con- 
tract is a reasonable measure of business activity and (4) the cost of 
completion can be reasonably estimated. In our view, none of these 
criteria was met with respect to the accounting for fixed fee programs, 
and the application of the percentage of completion accounting method 
to these circumstances was inappropriate. In addition, the determina- 
tion of percentage of completion on the basis of what, in our view, 
was only sales effort appears to us to be totally inconsistent with the 
basic principles underlying revenue recognition. Furthermore, the 
method used ignored all cost of implementing the program in comput- 


5It was NSMC’s practice not to enforce even written contracts if the client never ordered 
implementation. In fact, the written contracts which they did have in 1968 covering fixed 
fee programs included guarantees that a certain level of market performance would be 
achieved. 
See § 338.02 of Statement on Auditing Standards No. 1 (AICPA) on the form, con- 
tent and nature of working papers. 
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ing the percentage of completion, although such costs were accrued, 
Moreover, the company relied only on its account executives for their 
estimates of the percenatge of completion. Although the auditors 
claim to have tested these representations and estimates by the ac- 
count executives, they did not document such testing in their work 
papers.’ 

The accounting method utilized for the fixed fee programs made 
no allowance for, and the financial statements made no reference to, 
guarantee provisions in a substantial number of the programs by 
which, in the event the response level did not reach a stated minimum, 
NSMC was obligated either to accept a reduced fee or to rerun the 
program at no cost to the client. Since NSMC had had no significant 
past experience with the fixed fee programs, its liability to make good 
on these guarantees could not accurately be estimated. 

By way of summary, some measure of the inappropriateness of the 
percentage of completion accounting applied to the fixed fee programs 
in the company’s 1968 financial statements may be gleaned from the 
fact that during its 1969 fiscal year the company wrote off over 75% 
of the $1.76 million in revenues ascribed to the fixed fee programs 
previously reported in the 1968 statements.® 

In addition to the propriety of the accounting method is the ques- 
tion of appropriate auditing procedures with respect to fixed fee pro- 
grams. Standard of Field Work No. 2 of Generally Accepted Auditing 
Standards requires the auditor to make “a proper study and evalua- 
tion of the existing internal control [of his client] as a basis for reli- 
ance thereon.” The 1968 audit was PMM’s first audit of NSMC. 
PMM’s work papers contain evidence that the audit was the beginning 
of adequate record keeping for the fixed fee programs.? In this respect, 
the workpapers themselves were the principal records from which the 
financial statements were prepared. In light of the fact that the audi- 
tors did not consider NSMC to have a reliable system of record keep- 
ing, nor an adequate system of internal control, and that NSMC had 
no substantial prior experience with fixed fee commitments, the ex- 
tent of the auditors’ reliance on information supplied by NSMC, we 
believe, was improper. For example, they accepted the percentages 
supplied by NSMC’s account executives of the amount of work that 


7It is worth noting in this connection that at least one account executive testified 
that he believed that this percentage of completion represented NSMC’s likelihood of get- 
ting the commitment from the client. 

® As discussed below, no disclosure of these write-offs was made in subsequent financial 
statements until after the Commission began its investigation into NSMC’s affairs. 

®°PMM’s audit supervisor reported that NSMC’s “accounting, bookkeeping and main- 
tenance of files were almost forgotten. . . . The net result is that our working papers 
represent the beginning of proper recordkeeping and accounting procedures for record- 
ing gross income on contracts.” 
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had ostensibly been completed on any particular commitment, even 
though, to their knowledge, NSMC had no written instructions con- 
cerning how this was to be computed.*° As noted earlier, although the 
auditors claimed to have examined the account executive’s files to 
verify and test the percentage of completion figures utilized, such 
examination was not documented in the audit workpapers. 

Moreover, the auditors did not obtain written confirmation from 
any of NSMC’s clients. Company officers informed them that its 
clients, not having been asked to formalize in writing their acceptance 
of NSMC’s programs in the first instance, did not expect to be called 
upon to do so at a later date and might well back off from doing 
business with NSMC if asked to do so. As a result PMM did not send 
written confirmations. The auditors, concluded that the existence of 
these commitments could be determined by telephone confirmation of 
a representative selection of the oral commitments and review of such 
written commitments as existed. A number of the telephone calls were 
placed by NSMC’s account executives and the auditors did not insist 
on proper audit controls for these oral confirmations. Although there 
may be very limited situations where telephonic confirmations can 
properly be utilized as an auditing technique, provided adequate con- 


trols are maintained,’ in our view such a procedure was inappro- 
priate for NSMC.*8 


10 PMM’s management letter to NSMC of January 2, 1969 urged that these procedures be 
strengthened considerably : 

“Due to the nature of the activity of the company, sales are recorded when a client 
commitment is considered to exist. The amount of the sale recorded is based on the per- 
centage of time incurred to the estimated time to be incurred by the employees in 
developing overall programs for the client. Because the time of these employees is 
extremely important in developing a systematic method of recording sales, it is impera- 
tive that the company adopt a policy whereby these employees report their time to the 
accounting department on a weekly or other timely basis, report in writing commitments 
obtained from clients, and estimates of time to complete committed contracts. In addition, 
preprinted forms should be used to obtain written confirmation of all client commitments. 

“Working with Mr. Kurek and Mr. Davies, we have recently designed appropriate 
forms for use in the above connection. We urge that implementation of the recently 
established program be followed up very closely and that no wavering from the required 
procedures be permitted.” 

4 For the fiscal year ended August 31, 1969, at the auditor’s insistence NSMC recognized 
revenue only on fixed fee programs which were evidenced by a written letter of commit- 
ment by the client. These commitments were confirmed in writing by the auditors. Again 
the Commission believes that such commitments, even when confirmed in writing, should 
not have resulted in recognized income resulting from the application of the percentage 
of completion method, for the reasons previously specified for the year ended August 31, 
1968. Following the institution of the Commission’s investigation, the company adopted 
the completed contract method for the fiscal period ended December 31, 1969. 

14 See, e.g., AICPA Industry Audit Guide, Finance Companies, p. 105, 1973. 

13 See Section 331.01 of Statement No. 1 on Auditing Standards: “Confirmation of 
receivables and observation of inventories are generally accepted auditing procedures. The 
independent auditor who issues an opinion when he has not employed them must bear 
in mind that he has the burden of justifying the opinion expressed.” The auditors did 
not satisfy this burden because no adequate documentation existed. 
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NSMC’s Proxy STATEMENT 


During the period from November 1968 to May 1969, NSMC ac- 
quired additional companies primarily through the issuance of its com- 
mon shares. In the Spring of 1969, PMM was engaged to assist the 
company in consolidating unaudited figures as at February 28, 1969 
to be used in a proxy statement to obtain authorization from its share- 
holders for the issuance of additional shares needed for its acquisition 
program. 

Retroactive Adjustments. At about this time, the auditors were in- 
formed that an account executive of the company had been terminated 
for alleged unethical conduct and that a subsequent review of the 
accounts which this individual supervised disclosed that four particular 
client commitments for fixed fee programs which he had earlier re- 
ported had never in fact existed. These commitments involved gross 
sales of approximately $750,000 which amounted to approximately 
43% of the fixed fee sales reported in the company’s previously issued 
financial statements for the fiscal year ended August 31, 1968. Costs of 
some $540,000 had been accrued on these commitments, resulting in a 
net reduction on the company’s income before taxes for the prior period 
of some $210,000. The auditors suggested that this income should be 
written off retroactive to August 31, 1968, and the company adopted 
this procedure. 

About the same time that this retroactive write-off was being dis- 
cussed with the company, PMM’s tax department, which had been 
engaged in the preparation of the company’s tax return, indicated that 
they believed that the provision for deferred taxes which appeared in 
NSMC’s 1968 financial statements appeard to be in error as a result of 
certain net operating loss carry-forwards which the company was 
reporting on its tax returns. After being apprised of this, members of 
PMM’s audit staff eliminated a portion of the 1968 provision for de- 
ferred taxes in the amount of approximately $190,000, and a retro- 
active adjustment to this effect was made on the company’s books as of 
August 31, 1968." 

Work on the proposed proxy statement was suspended to facilitate 
shareholder approval of several additional mergers that were then con- 
templated. When preparation of the proxy statement was renewed, 
PMM personnel considered the question of whether the retroactive ad- 
justments to the 1968 audited statements should be disclosed in a foot- 
note to the consolidated statement of earnings set forth in the proxy 
statement which was to reconcile the originally reported net sales and 
net earnings with the restated amounts resulting from pooled com- 
panies reflected retroactively. 


144 PMM later determined that this adjustment was in error. 
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The auditors took the position that the write-off of the previously 
erroneously reported client commitments and the extraordinary item 
which was a correction of the tax provision error, both retroactively 
applied to 1968, approximately cancelled each other out in their effect 
upon previously reported 1968 net income—the difference, amounting 
to approximately $21,000, was an amount deemed by the auditors to 
be immaterial. They felt that the size and character of NSMC had 
changed substantially through acquisitions since PMM’s report on the 
previous year’s audited statements had been released. While the Au- 
gust 1968 financial statements originally reported sales of $4.9 million 
and net income of $388,000, the proxy statement reflected sales for that 
year of $11.5 million and net income of $773,000, after giving effect to 
pooled companies reflected retroactively, as well as the retroactive con- 
tract and tax adjustments. 

It is the Commission’s view that what the auditors did had the 
effect of improperly netting extraordinary and ordinary items of in- 
come and that in any event, disclosure of both of these adjustments 
was required by paragraph 26 of Opinion No. 9 of the Accounting 
Principles Board. None of these adjustments, moreover, disclosed any- 
where in the proxy statement filed with the Commission and dissemi- 
nated to stockholders; rather, they were improperly subtracted from 
the amounts shown for sales and earnings of pooled companies ac- 
quired by NSMC after August 31, 1968 in the reconciliation footnote. 

About the same time that they were informed of the four alleged 
non-existent client commitments, the auditors were also informed that 
the company was writing off against the current year’s operating in- 
come certain other fixed fee programs which had been included in the 
1968 statements but were not being implemented for various reasons. 
Despite this adverse experience, the auditors took no steps to re-ex- 
amine or otherwise take a fresh look at its 1968 audit or the procedures 
and principles utilized therein with respect to fixed fee programs, even 
though NSMC was utilizing the 1968 audited statements, which were 
being represented by NSMC to be true and correct, to acquire other 
companies.?® 

The Commission believes that these judgments were erroneous. The 
auditors were aware that the company was experiencing current diffi- 
culty with the implementation and realization of income from the 
fixed fee programs. Payments were not being received from these com- 


18 Following the institution of the above injunctive action against PMM and others, 
the Commission referred the actions of PMM’s engagement partner and audit supervisor to 
the Department of Justice. On January 17, 1974 an indictment was returned charging them 
with making and causing to be made false and misleading statements with respect to 
material facts in the NSMC proxy statement referred to herein. Judgments of conviction 
were entered against them on December 27, 1974. Those convictions are presently on 
appeal. United States v. Natelli, Docket No. 75-1004. 
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mitments in the ordinary course. Several of the commitments for 
which income was attributed in fiscal year 1968 were being written 
off currently and the ultimate collectibility of a substantial number 
of other 1968 programs still on the company’s books was, at this time, 
subject to serious question. 

It is the Commission’s view that disclosure of these very substantial 
write-offs was essential under the circumstances. The write-offs af- 
fected what was represented by NSMC to be its basic and unique line 
of business. The write-offs exposed the weakness of that part of the 
company’s operations which was at the heart of its entire acquisition 
program. 


THE NINE-MoNTH STATEMENTS 


The unaudited nine-month earnings statement included in the proxy 
statement was compiled by NSMC with PMM’s assistance, using the 
same percentage of completion accounting theory as in the 1968 figures. 
However, by the time the proxy statement was issued, PMM knew 
not only that a material amount of the 1968 commitments never ex- 
isted, but that throughout fiscal 1969 the company was writing off in 
current periods other commitments that had been recorded in the 1968 
figures that were not implemented for one reason or another. 

In compiling the nine-month financial statements, for the period 
which ended May 31, 1969, in at least one instance the Firm refused 
to permit the inclusion of income from commitments where there was 
no evidence of a writing signed by the client. PMM determined to 
eliminate from the nine-month earnings statement a purported com- 
mitment from the Pontiac Division of General Motors Corporation in 
an amount of over $1 million because PMM was not satisfied with the 
written evidence supporting such commitment. However, NSMC sub- 
stituted a commitment in a lesser amount from Eastern Airlines. This 
letter from the client supporting this commitment was produced in 
August 1969 at the printers by an NSMC official for the first time 
while preparation of the proxy statement was in process. 

The appearance of this commitment letter followed what had been, 
in our view, a suspicious pattern of post-period discovery of income 
items by NSMC management. In October 1968, as noted above, follow- 
ing a trial balance which showed a loss, $1.7 million of client commit- 
ments was disclosed to PMM for inclusion in the revenues for the 
period ending August 31, 1968. Although a substantial portion of 
these commitments was written off the company’s books during the 
six-month period ending February 28, 1969, these write-offs were re- 
placed with the so-called Pontiac commitment in the amount of $1.2 
million, which represented another material addition to NSMC earn- 
ings two months after the fiscal period had ended. Yet, despite this 
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experience, PMM did not object to the recording of the Eastern com- 
mitment. While the Commission recognizes that PMM has engaged 
in a proxy review rather than an audit of these nine month financial 
statements, nonetheless, we believe that under all these circumstances 
then known to PMM, the auditors should not have concurred in the 
decision to recognize income arising out of this commitment and 
should not have continued to be associated with the financial 
statements. 

At the time the proxy statement was filed, NSMC and the auditors 
knew that of the $3,347,775 of unbilled accounts receivable recorded 
in the 18-month period ended February 28, 1969, some $2,055,523 
(61%) had been written-off,° an additional $310,972 (9%) was un- 
collectible or was to be written-off and some $123,006 (4%) was in- 
active and the balance, some $858,274 (26%) had been billed or billed 
in part. None of these write-offs was separately disclosed. Despite the 
fact that the company had ostensibly changed its procedures for book- 
ing these commitments and that the size and character of the com- 
pany had changed through acquisitions, fixed fee commitments still 
accounted for a significant portion of the company’s business. Al- 
though this method of accounting had proven to be completely unrelia- 
ble, revenues continued to be accrued in much the same fashion 
through August 31, 1969. 


PMM’s Comrort LETTER 


The approval of the shareholders was solicited on the basis of 
NSMC’s August 31, 1968 and May 31, 1969 financial statements. The 
proxy statement was filed with the Commission on September 30, 
1969 and mailed to NSMC’s shareholders. Among the matters noticed 
therein for action at a special stockholders meeting to be held on 
October 8, 1969 was the approval of a merger of NSMC with Inter- 
state National Corporation (“Interstate”), a publicly owned company. 
Substantially the same proxy statement was also mailed to Inter- 
state’s shareholders. The shareholders of both companies voted to 
approve the merger. Under the terms of the merger agreement which 
was annexed to the proxy statement PMM, was to deliver at the time 
of the closing, and before consummation of the merger, what is com- 
monly called a “comfort letter,” stating that: 

“, .. on the basis of a limited review, but not an audit, of the latest 
available unaudited interim financial statements of NSMC and its sub- 
sidiaries, consultations with responsible officers of NSMC and other specified 
procedures and inquiries (including all such procedures as they consider 
necessary under the circumstances in connection with such limited review), 
they have no reason to believe that the unaudited interim financial state- 


1¢Included in these amounts was the Pontiac commitment of $1.2 million. 


246-829 0 - 79 - 52 
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ments of NSMC as of May 31, 1969, and for the nine months then ended, 
were not prepared in accordance with accounting principles and practices 
consistent with those followed in the preparation of the August 31, 1968 
audited financial statements or that any material adjustments of such 
unaudited interim financial statements are required for a fair presentation 
of the results of operations of NSMC and its subsidiaries or that during the 
period from May 31, 1969 to a specified date not more than five business days 
prior to the Effective Date there has been any material adverse change in 
the financial position or results of operations of NSMC and its subsidiaries 
taken as a whole”. 

The closing date for the Interstate merger was scheduled for Octo- 
ber 31, 1969. At this time, PMM’s Washington office was in the midst 
of its audit engagement for the fiscal year ended August 31, 1969. In 
the course of this examination, the auditors determined that signifi- 
cant adjustments had to be made to NSMC’s financial statements. Cer- 
tain of these adjustments were determined to be applicable to the 
May 31, 1969 nine-month financial statements—a subject of the re- 
quired comfort letter. The effect of the adjustments PMM considered 
applicable to the nine-month statement was to reduce net income as 
set forth in the proxy statement for the unaudited nine-month period 
from a $700,000 profit to a net loss of about $80,000. 

In light of the fact that PMM would not be able to give the “com- 
fort” required by the merger agreement, the Firm’s Department of 
Professional Practice in New York City was consulted on October 31, 
1969, the day of the closing. An unsigned draft of PMM’s letter setting 
forth the adjustments considered by them to be necessary was pro- 
vided to the New York office of NSMC’s outside legal counsel, where 
the closing was to take place. Sometime on the afternoon of October 31, 
before the merger was consummated, PMM informed NSMC and its 
outside counsel by telephone that an additional paragraph would 
be added to the letter which would state that if certain necessary ad- 
justments had been made at May 81, 1969, the unaudited consolidated 
statement of earnings for the period would have shown a net loss for 
the consolidated operations of the company and ‘that the company as 
it existed on May 31, 1969 was expected to “break-even” for the fiscal 
year. 

At this time, PMM (which was consulting its own counsel as to 
what steps it should take) understood that the draft of its comfort 
letter, which it represented to be still incomplete, was being reviewed 
by representatives of both Interstate and NSMC and their respective 
outside legal counsel and that all parties would await the delivery of 
a signed, final copy of the comfort letter before consummating the 
merger. 

Later the same afternoon PMM called NSMC’s outside counsel to 
state that the firm was issuing a final version of the letter to which 
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had been added a further paragraph expressing PMM’s belief that the 
companies should consider submitting corrected financial informa- 
tion to the shareholders before proceeding with the merger. At this 
time, contrary to its prior understanding, PMM was informed that 
the merger had been consummated without awaiting the final text of 
PMM’s letter.17 PMM delivered a signed copy of the final version to 
the office of NSMC’s outside counsel before the close of business on 
October 31, 1969. On the next business day, November 3, 1969, PMM 
mailed copies of its final signed letter to each member of the boards of 
directors of NSMC and Interstate (some of whom in both instances 
were outside directors) and to NSMC’s outside counsel which had 
represented NSMC at the closing and to the law firm representing 
Interstate at the closing. 

PMM took no further action, believing that it had satisfied its pro- 
fessional obligations by manifesting its concern to management of 
NSMC and to the directors and attorneys of both companies, and hay- 
ing been advised by its own counsel that further disclosure might 
violate state laws and the AICPA Code of Professional Ethics relating 
to auditor-client confidentiality. 

We recognize that the action taken by PMM was considerable, 
especially in the face of what appeared to the Firm to be countervail- 
ing positions taken by two prominent law firms, PMM’s letter com- 
munication to both boards of directors was appropriate and put them 
in a position to take necessary action. Nonetheless, we believe that in- 
dependent auditors in such circumstances should insist on revised fi- 
nancial statements being sent to shareholders when they are profes- 
sionally associated with such statements, whether audited or un- 
audited. Further, while we believe that primary responsibility rests 
with management and directors of public companies, where they refuse 
to resolicit shareholders under these circumstances, we believe that 
independent public accountants have an obligation to notify the Com- 
mission. We believe that such action is protected by the policies under- 
lying the federal securities laws against any complaint that state 
statutory or ethical confidentiality provisions had been violated. 


1%7The comfort letter, after setting forth the basis on which it was issued and the 
adjustments PMM considered necessary, stated in part: 

“Your attention is called, however, to the fact that if the aforementioned adjustments 
had been made at May 31, 1969, the unaudited consolidated statement of earnings of 
National Student Marketing Corporation would have shown a net loss of approximately 
$80,000. It is presently estimated that the consolidated operations of the company as it 
existed at May 31, 1969, will be approximately a break-even as to net earnings for the 
year ended August 31, 1969. 

“In view of the above-mentioned facts, we believe the companies should consider sub- 
mitting corrected interim unaudited financial information to the shareholders prior to 
proceeding with the closing.” 
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1969 FINANCIAL STATEMENTS 


On or about December 1, 1969, NSMC mailed to its shareholders and 
others and filed with the Commission its annual report containing 
audited consolidated financial statements for the fiscal years ended 
August 31, 1968 and 1969. Although the auditing procedures followed 
by PMM with respect to the 1969 statements represented a change 
from 1968 in that the fixed fee programs were confirmed in writing 
with NSMC’s clients, accounting for the fixed fee programs continued 
to be on the same percentage of completion basis which the Commis- 
sion has, for the reasons stated above, concluded was inappropriate. 

In addition, NSMC’s 1969 financial statements reflected extraordi- 
nary gains in the amount of $370,000 from the sale of two subsidiaries. 
The transaction was described in Note 3 to the company’s financial 
statements for the fiscal year ended August 31, 1969 as follows: 

“Subsequent to August 31, 1969, closings were held with respect to the 
sale of all of the stock of Collegiate Advertising, Ltd. and Compujob, Inc. 
wholly-owned subsidiaries. The subsidiaries were sold to employees of the 
respective companies. As to Collegiate, the considcrution received was 
$220,000 represented by five-year 8% personal notes, secured by 3,200 shares 
of the company’s common stock, and as to Compujob, the consideration was 
$225,000, represented by one-year 5% personal notes secured by 4,500 shares 
of the company’s stock. The employees who purchased Compujob had orig- 
inally sold it to the company. In the opinion of counsel in both transactions 
negotiations and agreements of sale were in effect consumated prior to 
August 31, 1969, and title to the stock and all of the risks and benefits of 
ownership thereof passed to the purchasers on August 29, 1969.” 

The auditors were first informed of these transactions, during their 
examination, well after the close of the fiscal year. Although PMM 
knew the closings of these transactions did not take place until Novem- 
ber of 1969, it was represented to them that the basic terms had been 
agreed prior to August 31, 1969. PMM was further aware that the 
parties were considering several different methods of structuring 
the transactions and, indeed, had been shown several different forms 
of agreement with respect to the sales prior to the November closing. 
In the auditor’s view, the structure of the transaction was more a 
purchaser’s problem and the auditor’s concern was to assure himself 
that risks and benefits of ownership passed from NSMC to the pur- 
chasers prior to the end of the fiscal period in which the transaction 
was to be recorded. Accordingly, the auditors sought and received legal 
opinions on the issue of passage of title from the attorneys for the 
purchasers who, it was expected, would have had first hand knowledge 
of the relevant facts as participants in the negotiations, In addition, 
PMM sought and received confirmatory opinions from NSMC’s out- 
side legal counsel which stated that the effect upon NSMC and the 
purchasers of the two subsidiaries was “as if” ownership of the shares 
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of the companies had been transferred thereunder prior to August 
31, 1969.18 

PMM was aware that each of these subsidiaries was operating at a 
substantial loss and that the purchasers were employees of NSMC. In 
order to alleviate their concern as to why the purchasers wanted to 
acquire what were in effect losing companies, they sought and re- 
ceived written representations from the three principal officers of 
NSMC confirming that there were no indemnification or repurchase 
commitments given to the purchasers. 

We believe that the auditors placed far too great a reliance on the 
opinions of counsel and the representations of management with re- 
spect to these transactions. Although the auditors were misled, such 
deception does not relieve the auditors of their professional obligation 
to conduct their examination in accordance with generally accepted 
auditing standards (“GAAS”). As we said in a similar situation in 
Accounting Series Release No, 153 (Touche Ross & Co., 45 S.E.C. 469, 
470 (1974) ), it appears that the auditors 

“, .. failed to fully appraise the significance of information known to 


[them] and to extend sufficiently [their] auditing procedures under conditions 
which called for great professional skepticism.” 


We believe the “sales” of these subsidiaries were, in fact, sham trans- 
actions.’® We believe that if PMM had sufficiently extended its audit 


procedures it would have discovered that (1) in neither case had nego- 
tiations commenced until after the close of NSMC’s fiscal year; *° (2) 
in the case of one subsidiary, NSMC had, by various side agreements, 
agreed to assume a// risks of ownership after “sale” and, with respect 
to the other subsidiary, NSMC had agreed to make various cash con- 
tributions and to guarantee a substantial bank line of credit after sale; 
and (3) in both cases the collateral to secure the notes had been given 
to the purchasers by officers of NSMC.”* 


18The engagement partner explained in a letter he wrote to NSMC’s controller at the 
time that “we are agreeing to the transaction being recorded as of August 31, 1969 only 
in reliance upon legal opinion as to the passage of title and the propriety of recording the 
transactions at that date. Furthermore, as we expressed during said meeting and in 
other occasions, we will require adequate disclosure of the transaction and of our reliance 
on the opinion of White & Case in the notes and probably in our accountants’ report.” 

It should be noted that the promissory notes given by the purchasers clearly state 
that they are non-recourse notes involving no personal liability therefor on the pur- 
chasers’ part. 

2 The minutes of the NSMC Executive Committee meetings reveal that negotiations for 
the disposition of these two subsidiaries had not been authorized until October 20, 1969. 

21 Another instance where we believe PMM should have extended its audit procedures 
to inquire further into the substantive nature of the transaction relates to the accounting 
for the acquisition by NSMC of Consultants for Market Isolation, Inc. This transaction, 
which was accounted for as a pooling of interest in NSMC’s financial statements for the 
fiscal year ended August 31, 1969, involved the sale for a substantial purchase price 
(approximately $1,360,000 in NSMC stock) of a company which had Iittle or no economic 
substance. In our view, this acquisition was a sham transaction entered into by NSMC 
and the sellers, who were employees and stockholders of NSMC, in order to avoid record- 
ing as expenses payments to which the sellers were entitled under a sales representative 
agreement they had previously entered into with NSMC. 
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TALLEY INDUSTRIES, IN. 


This case arises out of a merger in May 1970 of Talley Industries, 
Inc. (“Talley”), a Mesa, Arizona-based company engaged in the manu- 
facture and distribution of various products, including products de- 
signed for the U.S. Armed Forces, with General Time Corporation 
(“General Time”). In connection with such merger, Talley’s financial 
statements for the year ended March 31, 1969 (audited) and for the 
nine months ended December 31, 1969 (unaudited) were included in a 
joint proxy statement mailed on or about April 16, 1970 to sharehold- 
ers of Talley and General Time. PMM had examined and issued a 
qualified report on the 1969 statements and consented to the inclusion 
of its report in the proxy statement. Immediately prior to the merger, 
PMM also had issued a comfort letter dated May 10, 1970 with respect 
to Talley’s unaudited financial statements for the nine months ended 
December 31, 1969 which were contained in the proxy statement. In- 
formation obtained by the Commission in a non-public investigation 
indicates that the foregoing financial statements and comfort letter 
were materially false and misleading. In addition, we believe PMM’s 
examination did not meet professional standards. 

Talley’s financial statements were computed on the basis of: (a) 
Talley’s projections of amounts of sales and expectation of new defense 
contracts in future periods for significant portions of Talley’s business 
at its Mesa, Arizona operations, and (b) Talley’s estimates of future 
production cost savings. In fact, Talley had no reasonable basis for 
expecting receipt of new contracts for production of its products in 
the amounts it projected or for future production cost savings in the 
amounts it estimated. 

In view of the foregoing, we believe that both Talley’s March 31, 
1969 and Talley’s December 31, 1969 financial statements improperly 
reflect inclusion in inventory of substantial costs in excess of those 
attributable to goods on hand at those dates (“excess costs”). The 
aggregate of excess costs amounted to $8.9 million at March 31, 1969 
and substantially more at December 31, 1969. These excess costs (in- 
cluding those accumulated in 1969) were written off as of March 31, 
1970 at the insistence of PMM.” To the extent that such excess costs 
were improperly included in inventory, cost of sales was understated 
and net income was overstated. The write-off of excess costs at the end 
of fiscal year 1970 was approximately $19 million before anticipated 
tax effect. In our view, under the circumstances present in this case, 
Talley should have reflected excess inventory costs in its profit and 
loss statements as incurred; the result of not having done so was to 


22. We note that PMM’s insistence on the write-off was with the knowledge under the 
circumstances that such a write-off would most likely lead to the civil and Commission 
litigation which in fact ensued. 
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overstate Talley’s earnings for the year ended March 31, 1969. If all 
of the excess costs had been written off as incurred, Talley’s earnings 
for the year ended March 31, 1969 would have been $.74 per common 
share, compared to the reported figure of $1.71 per common share. 


TALLEY’s ACCOUNTING SYSTEM 


In 1969 Talley accounted for its cost of sales on a program basis 
(“program method”), for fixed price U.S. Government contracts at 
its Mesa, Arizona operations. Similar products were grouped into a 
program. At fiscal year end (March 31, 1969) a gross profit ratio based 
on estimates was established and was used in the following manner: 
actual sales for the fiscal year were added to projected sales for the 
following year as determined by known backlog and projection by 
Talley’s management of anticipated contracts and actual costs for the 
year’s production were added to costs estimated by Talley’s manage- 
ment to complete the sales projected for the following year; a gross 
profit ratio based on total estimated sales over total estimated costs 
was established and applied to the dollar amount of actual sales made 
in the audit year to determine the cost of sales for the year. Any costs 
incurred in the audit year in excess of the amount recognized as cost 
of sales in that year by this computation were carried forward as 
part of inventory. The gross profit ratio so determined, adjusted for 
actual manufacturing overhead, was used by Talley throughout the 
following fiscal year to compute cost of sales for unaudited interim 
periods. 

In the financial statements examined by PMM for the fiscal year 
ended March 31, 1969, Talley had projected total sales for the year 
ending March 31, 1970 amounting to approximately $100 million of 
which only approximately $24 million was backlog. Anticipated sales 
contracts were primarily for programs for pyrotechnics, starter car- 
tridges, and bomb racks. Such treatment had the effect of including in 
Talley’s Mesa inventory account at least $8.9 million of costs in excess 
of the projected total costs of contracts on hand as of March 31, 1969. 

Talley’s financial statements for the nine months ended December 
31, 1969 (unaudited) showed nine months earnings computed on the 
same basis of projected sales and estimated production costs, which 
resulted in an overstatement of inventory and of earnings; however, 
such financial statements were based on : 

(1) $100 million of projected sales for the Talley Mesa opera- 
tion for the fiscal year ending March 31, 1970, when actual sales 
of only $18 million had been achieved for the nine months ended 
December 31, 1969, and it was evident that the projected sales 
level of $100 million for the fiscal year 1970 would not be 
achieved ; and 
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(2) anticipated production cost savings which had not been 
achieved as of December 31, 1969. 

Such projections were made by Talley without adequate substantia- 
tion and lacked sufficient documentation. 

Talley’s business at its Mesa operation was obtained as a result of 
government contracts awarded for defense products, Talley, in mak- 
ing projections of future sales, had to predict: (1) total dollar amount 
of future contracts for a particular product to be awarded by the 
defense agencies; and (2) the percentage of the total market for that 
product that Talley would be successful in capturing. 

As to (1), although information was available concerning future 
contracts to be awarded in the form of Advanced Planning Procure- 
ment Information (“APPI”) bulletins from the Armed Forces, and 
in some trade publications, projections were based largely on subjec- 
tive judgments by management as to future government purchases. Re- 
liance was not based solely on government announcements, but also on a 
number of unofficial sources, such as reports from Talley’s field repre- 
sentatives, conversations with other individuals in government and in- 
dustry, and in-house estimates of the government’s future purchasing 
plans. Complicating Talley’s problems in making accurate sales- 
projections was the fact that not all anticipated defense product re- 
quirements listed by APPIs or reported in other trade sources avail- 
able to Talley materialized into formal requests for proposals or bids. 
In some instances, reductions by Congress in appropriations cancelled 
programs in which Talley had projected it would secure contracts. 
Moreover, delays in approval by Congress of the appropriations bills 
sometimes seriously undermined the accuracy of some of Talley’s 
projections of future contracts to be awarded. 

As to (2) above, 2z.e., Talley’s projections of its share of the total 
market for a product, the predictions were even more subjective than 
the judgments made in (1) because no official information was avail- 
able as to an accurate determination of those manufacturers who 
would win bids. As to certain of these projections, Talley had to 
estimate, among other things, whether it would be the low bidder. As 
to certain others Talley’s judgment was based upon its belief that the 
government had desired and/or would desire to have more than one 
source of supply. 

Talley’s production cost estimates of material, labor and over- 
head for the fiscal year 1970, used in computing Talley’s cost of sales 
for its fiscal year ended March 31, 1969, were also made without ade- 
quate substantiation and lacked sufficient documentation. While the 
program method of accounting is acceptable in circumstances where 
contracts for future sales exist, or where the likelihood of future con- 
tracts may be documented with a substantial degree of assurance based 
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on past experience or other factors, we do not believe that either of 
these conditions existed in this case.?* 

In view of what PMM realized was the crucial importance of the 
reliability and accuracy of Talley’s projections of sales and estimates 
of production costs to a fair presentation of Talley’s financial state- 
ments as a whole for the fiscal year ended March 31, 1969, we believe 
that the auditors relied too heavily upon the representations, projec- 
tions and estimates made by Talley’s management, and did not require 
sufficient documentation and evidential matter to enable them to review 
adequately the sales projections and cost estimates for reasonableness. 


ACCOUNTING CONTROLS AND USE OF PRoGRAM Cost METHOD 


A physical inventory of goods-on-hand and work-in-process was 
taken only once a year, at fiscal year-end, at Talley’s Mesa operations, 
despite PMM’s recommendation in 1968 to take inventory on a more 
frequent basis for selected programs. 

No procedures or accounting steps were established by Talley or 
recommended by the auditors, to adjust the cost of sales figures for 
interim periods on the basis of variances of actual sales and cost ex- 
perience from the projections and estimates. Moreover, while informa- 
tion was available throughout the year on both actual sales and actual 
costs, their variance from projections and estimates was not computed 
as such by Talley and, in fact, Talley’s management made no review of 
their impact on the validity of Talley’s interim cost of sales figures. 

The program cost method could be accepted for certain products 
with extended production cycles and large start-up costs and where 
there is a reasonable basis to expect the receipt of future or follow-on 
contracts. However, even assuming the predictability of such con- 
tracts, the use of estimates inherent in this system requires strong 
accounting controls with constant monitoring and the recording of 
variances between estimates and actual experience. However, Talley’s 
cost system lacked the sophistication to monitor variances with re- 
spect to interim financial statements or, in any event, was not utilized 
by Talley to do so. Also, there was no documented evidence to sub- 
stantiate the large amounts of start-up costs (such research and de- 
velopment costs and tooling costs) expended by Talley to develop a 
major portion of its products. 


23 Based upon our experience with respect to corporate disclosure on defense and other 
long-term contracting activities, we expand the rules set forth in Regulation S—X to call 
for disclosure of greater detail in certain critical areas, particularly with respect to 
the nature of costs accumulated in inventories, the effect of cost accumulation policies on 
costs of sales and the effect of revenue recognition practices on receivables and inventories. 
Such amendments to Regulation S—X were adopted in Accounting Series Release No. 164, 
effective with respect to financial statements for periods ending on or after December 9, 
1974. Securities Act Release No. 5542, Securities Exchange Act Release No. 11110, 
Accounting Series Release No. 164, (November 21, 1974), 5 SEC Docket 500. 
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In light of these facts, Talley should not have employed the pro- 
gram cost method for a major part of their programs such as starters 
and pyrotechnics. Of the $19 million in excess costs at March 31, 1970, 
$10.5 million was in the pyrotechnic program, $1.9 million in the start- 
er program and $3.3 million in the bomb rack program. 

Moreover, prior to April 16, 1970 when Talley mailed its proxy 
statement, it was known that Talley’s actual sales for its Mesa opera- 
tions for the nine months ended December 31, 1969 were only $18 mil- 
lion and it was then evident that the projected sales level of $100 
million for the year ending March 31, 1970 would not be realized. Ac- 
cordingly, even assuming arguendo, that Talley had been justified in 
embarking on use of the program cost method, by the date of the 
proxy statement it should have become quite obvious to Talley that 
the projections utilized in the computation of current earnings had 
proved so inaccurate and unreliable that continued inclusion of excess 
costs in inventory was clearly improper. 


THE ROLE or PMM 


PMM’s report on Talley’s financial statements for the year ended 
March 31, 1969 contained in the proxy statement is qualified as subject 
to the company’s ability to obtain sufficient future contracts as re- 
ferred to in Note 3, The relevant section of Note 3 states: 


“The Company bases its calculation of inventories and of cost of sales 
applicable to fixed price United States Government contracts on the costs 
(including administrative overhead) incurred and estimated to be incurred 
on the relative production programs. For the purpose of computing sales, 
these costs are prorated over the estimated total revenues for such pro- 
grams. The estimates are based on actual contracts on hand and future con- 
tracts expected by management to be obtained. The resultant value of in- 
ventories on this basis at March 31, 1969 is approximately $8,900,000 in 
excess of the prorated cost of actual contracts on hand and such excess is 
believed to be larger at December 31, 1969 but management expects sufficient 
future contracts to be received to recover such excess.” 

Although the auditors’ report on Talley’s financial statements for 
the year ended March 31, 1969 included a “subject to” qualification 
with respect to Talley’s ability to obtain future contracts, the nutes to 
Talley’s financial statements did not disclose: 

(1) The dollar amount of future contracts ($100 million) which 
Talley’s management was estimating would be obtained; and 

(2) That recovery of the excess costs was also dependent upon Tal- 
ley’s realization of its projections of material amounts of savings in 
production costs. Thus, the report did not have a qualification that 
Talley’s ability to recover the excess costs was subject to its ability 
to perform contracts in a profitable manner. 

While it was clear from Note 3 that the excess costs arose because 
Talley’s costs to date exceeded costs allocated to goods completed, in 
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our view the footnote lacked sufficient facts to permit an informed 
assessments of Talley’s ability to recover the excess cost balance. Of 
great significance in this respect was the absence of disclosure of the 
amount of contracts its management was projecting for the Mesa oper- 
ations, which projection for 1970 was $100 million or approximately 
four times Talley’s previous year’s actual sales, and which projection 
was used in computing Talley’s 1969 earnings. 

In August of 1969, PMM’s senior on the Talley audit noted weak- 
nesses regarding the accounting system utilized by Talley, stating in 
a draft letter to Talley management: 


“Our examination revealed that the estimated items used in the prior 
years cost of sales computations were very inaccurate when they were com- 
pared to the actual results of operations for the current period. This inac- 
curate estimating is one of the reasons for the large discrepancy between 
book and physical inventory that presently exists. By overestimating future 
sales and underestimating future costs, prior years sales have not been 
charged with their proper share of accumulated costs, causing a substantial 
amount of costs which are not supported by physical inventories, to be car- 
ried forward from year to year.” 


The draft letter further stated: 


‘ 


‘. . . Whenever possible, the use of estimates should be avoided. Such 
items as next year’s overhead rate, future savings to be obtained from in- 
creased efficiency or improved procedures, or future selling prices and prod- 
ucts mix should not have to be considered when determining the current 
year’s costs of sales, since many of these items are not subject to reasonable 
estimation and tend to become guestimates which permit inaccurate and 
inconsistent financial reporting.” 

The PMM manager on the engagement (the senior’s immediate 
supervisor) has testified that he discussed the projections with Talley 
officials and reviewed certain documentation from which he concluded 
that the projections were reasonable. However, it does not appear that 
such discussions were held with the Talley official who was responsi- 
ble for the sales projections. Moreover, the manager did not document, 
as he should have, in PMM’s workpapers in the Talley audit either 
such discussions or the scope of his review of the sales projections. 
The engagement partner disagreed with the senior on the audit with 
the result that the above draft letter (the substance of which was or 
should have been already known by Talley in any event) was not sent. 
The workpapers do not reflect this disagreement or the manner in 
which it was resolved. 


PMM’s CoMrort LETTER 


On May 10, 1970, four days before the shareholders’ meetings of 
Talley and of General Time, PMM issued a “cold comfort” letter to 
the directors of Talley which stated in part: 
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“. .. nothing has come to our attention which caused us to believe 
that . . . the aforementioned unaudited financial statements [for the nine 
months ended December 31, 1969] would require any material adjustments 
for a fair and reasonable presentation of the information shown.” ~ 

However, by the time the comfort letter was written, the auditors 
already knew the actual amount of sales ($24 million) for Talley’s 
Mesa, operations for the entire fiscal year. A PMM workpaper dated 
April 29, 1970 prepared in connection with its then annual examina- 
tion of Talley’s financial statements for Talley’s March 31, 1970 fiscal 
year had scheduled both the $100 million projected sales and the 
$24.7 million actual sales for the Mesa operations. The auditors knew 
the importance of Talley’s projections in Talley’s cost of sales calcu- 
lations for both fiscal year 1969 statements and the 1970 interim state- 
ments.”> Knowing as it did by May 10, 1970 that actual sales had 
fallen far short of projected sales, the auditors should have insisted 
on amendment of the proxy materials, and, at a minimum, the com- 
fort letter should have disclosed : 

(1) that the actual sales for Talley’s Mesa operations for the 
fiscal year ended March 31, 1970 were only $24.7 million; 

(2) that computation of Talley’s earnings for the nine months 
ended December 31, 1969 (unaudited) had been based on a $100 
million projection of sales for the Mesa operations, which pro- 
jection exceeded by a wide margin the actual sales of $24.7 mil- 
lion for the fiscal year ended March 31, 1970; and 

(3) that a write-off of Talley’s accumulated excess costs (in- 
cluded in inventory) would or might be necessary, such write- 
off resulting in material downward adjustment of earnings from 
those shown in Talley’s financial statements for the nine months 
ended December 31, 1969 (unaudited), which financial statements 
had been included in the April 16, 1970 proxy statements fur- 
nished to shareholders of Talley and of General Time. 

Prior to issuing the comfort letter for the information of the Board 
of Directors of General Time Corporation, PMM had had discussions 
with Talley management in which PMM inquired as to the status 
of the excess costs in inventory. The auditors were informed that, in 
the absence of a physical inventory as at December 31, 1969, Talley 
was not able to determine with accuracy the amount of the excess 


% The auditor’s comfort letter stated that the auditors had conducted no examination of 
Talley’s nine month financial statements and that such letter was based solely upon 
PMM’s having read the unaudited financial statements and Talley’s minutes of board of 
directors’ and stockholders’ meetings and PMM’s discussions with Taller officials. 

23Both Talley and PMM personnel have testified that, in their view, Talley did not 
need to obtain all of the $100 million of sales during fiscal 1970 (i.e., in their view the 
sales could be obtained over more than one year) in order to justify the carrying of the 
excess costs in inventory. We do not disagree. However, in these circumstances, we believe 
a further review was necessary. 
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costs as of December 31, 1969. However, Talley’s management esti- 
mated that the excess costs existing at March 31, 1969, had been sub- 
stantially reduced and would be reduced to an immaterial amount 
by March 31, 1971. Talley’s management further informed PMM 
it estimated that as a result of additional programs instituted after 
March 31, 1969, the aggregate amount of excess costs at December 31, 
1969 and March 31, 1970 was somewhat greater than at March 31, 1969 
but no more than $12 million in total (including the remainder of 
the excess costs existing at March 31, 1969). These representations 
by Talley’s management were added to a letter which PMM was writ- 
ing to the Commission. PMM had not verified such information nor 
did it represent that it had done so. In fact the estimates were un- 
reliable and Talley’s representations were incorrect. We believe that 
such use of PMM’s name was inappropriate in these circumstances. 

On May 14, 1970 Talley’s acquisition of General Time was effected. 
In early June 1970, subsequent to the merger, PMM discovered during 
its audit of Talley’s 1970 fiscal year-end financial statements that 
the excess costs at March 31, 1970 were in fact approximately $16.5 
million (an increase of approximately $7.6 million from the previous 
year). Moreover, most of these costs did not appear to PMM to relate 
to new programs instituted since March 31, 1969 contrary to the repre- 
sentations previously made by Talley. In mid-June 1970, PMM in- 


formed Talley that it would be necessary to write off the $19 million of 
excess costs (discussed at page 806, swpra) that had been accumulated 
in inventory. 


CONCLUSION 


In our view, the auditors’ uncritical reliance on Talley manage- 
ment’s unverified and undocumented representations as to future sales 
and costs was inappropriate because they related to such a material 
portion of its earnings for fiscal 1969. 

While an opinion qualified as being subject to the outcome of a 
particular uncertainty is designed to communicate that uncertainty 
to readers of the report, it does not absolve the independent account- 
ant of the responsibility for performing adequate audit tests and ob- 
taining documentation in regard to the matter. 

In this particular case, since Talley was using an estimate of future 
sales greater by several orders of magnitude than what the company 
had ever achieved on such products and an estimate of reduced fu- 
ture costs which was not supported by past experience in computing 
cost of sales for fiscal 1969, we believe, that absent substantial docu- 
mented evidential support for Talley’s sales projections and cost esti- 
mates, the auditors should not have accepted Talleys’ projections and 
estimates as a basis for even a qualified opinion. 
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Furthermore, since at a date six weeks after the close of the follow- 
ing fiscal year, the auditors’ workpapers in the then ongoing examina- 
tion of Talley’s financial statements for its March 31, 1970 fiscal year 
showed that Talley had achieved less than 25% of the $100 million of 
sales which Talley had estimated would be achieved during that year 
and which Talley had used as a crucial element in estimating gross 
profit for 1969 and the first nine months of fiscal 1970, we believe that 
the auditors should not have issued a comfort letter in which they 
said that nothing had come to their attention which would cause them 
to believe that the financial statements would require any material 
adjustments. 

We believe that in both the 1969 audit and the issuance of the 
comfort letter, PMM’s professional performance in connection with 
the Talley engagement was deficient in terms of the standards of the 
accounting profession. 


REPUBLIC NATIONAL LIFE INSURANCE COMPANY 


PMM rendered unqualified audit reports on financial statements of 
Republic National Life Insurance Co. (“Republic”) for the years 
1970, 1971 and 1972. For the reasons set forth herein, the Commission 
believes that said statements were materially false and misleading in 
that they misrepresented the income and financial condition of Re- 
public and failed to adequately disclose the nature and extent of trans- 
actions between Republic and Realty Equities Corporation of New 
York (“Realty”) and Realty-related entities °° during this period. 
Moreover, it is the Commission’s view that PMM failed to apply 
auditing standards and procedures appropriate under circumstances 
which should have caused them to exercise a great degree of caution. 
particularly since during the time in question Realty was experi- 
encing severe financial difficulties and the prior auditors already had 
identified some of the problems. 

On May 10, 1971, PMM was engaged by Republic, a Texas life in- 
surance company which then had about $10 billion of life insurance in 
force and over $400 million in net assets, to examine and report upon 
Republic’s financial statements for the calendar years ending Decem- 
ber 31, 1970 and December 31, 1971. Republic’s prior independent 
auditor, Arthur Andersen & Co. (“Andersen”), had been terminated 
in late December 1970 and its 1970 financial statements previously 
had been issued in February 1971 without a report by an independent 


26 For purposes of this opinion, we consider transactions with Realty-related entities to 
include transactions with companies and individuals affiliated or associated with or other- 
wise related to Realty or involving assets or properties at one time owned or managed by 
or otherwise connected with Realty or which came to Republic in a transaction in which 
Realty participated. 
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public accountant. They were accompanied by an “Actuarial Certi- 
fication” signed by Neal N. Stanley, the company’s actuary. 

PMM rendered an unqualified opinion dated February 18, 1972, on 
Republic’s 1970 and 1971 financial statements. PMM’s report stated 
that : 


“ 


. such financial statements present fairly the statutory financial posi- 
tion of Republic National Life Insurance Company at December 31, 1971 
and 1970 and the results of its operations and the source and use of funds 
for the years then ended, in conformity with insurance accounting prin- 
ciples prescribed or permitted under statutory authority applied on a con- 
sistent basis. Insurance accounting principles vary in some respects from 


generally accepted accounting principles (see Note 1 of notes to financial 
statements).” 


PMM’s report on Republic’s 1972 financial statements, dated Feb- 
ruary 6, 1973, was also unqualified, and contained the same opinion 


concerning the statutory financial position of Republic National Life 
Insurance Company.?? 


We take issue with PMM’s audits of Republic’s financial statements 
only with respect to treatment of Republic’s transactions with Realty 
and Realty-related entities in 1970, 1971 and 1972. For reasons stated 
hereafter, we believe that Republic’s financial statements for 1970, 
1971 and 1972 did not present fairly the financial position of Repub- 
lic, the results of its operations and the source and use of funds during 
such periods. It should be noted that our views as to the issues of ade- 
quate disclosure and recognition of income in these financial state- 
ments of Republic do not turn on any distinctions between statutory 
insurance accounting practices and generally accepted accounting 
principles. Moreover, we believe PMM failed to gather sufficient com- 
petent evidential matter to determine the adequacy of the reserve for 


possible losses on mortgage loans and real estate for the years 1970, 
1971 and 1972. 


270n February 1, 1974 PMM withdrew its two reports on Republic’s prior financial 
statements when, on the basis of PMM’s ongoing examination of Republic’s 1973 financial 
statements and information learned by PMM during the Commission’s private investigation, 
it appeared to PMM that a substantially greater reserve. the amount of which was then 
still undetermined, for losses in Republic’s investment portfolio would have to be estab- 
lished, and that the larger reserve would in part apply to earlier years since there was no 
basis for determining that all of these losses had been occasioned by events confined to 1973 
alone. On February 4, 1974, PMM insisted that Republic issue a press release (revising a 
press release previously issued by Republic on that day) which stated that substantial 
adjustments to Republic’s previously issued financial statements would be required and that 
such prior financial statements and PMM’s reports thereon should no longer be relied upon 
until the necessary adjustments were made. PMM subsequently issued its report, dated 
April 12, 1974, on Republic’s 1973 financial statements containing a substantial reduction 
of Republic’s net gain from operations and net gain from operations per share as previously 
reported for 1970, 1971 and 1972. This April report stated that the financial statements 
had been prepared in accordance with statutory insurance accounting practices. In May 
1974, PMM reported on Republic’s financial statements on the basis of generally accepted 
accounting principles. 
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REPUBLIO’S REALTY-RELATED INVESTMENTS 


Beginning in January 1968, Republic made a series of investments 
in securities of Realty and First National Realty & Construction Corp. 
(“FNR”), a Realty-related entity, and made commitments to place 
and placed mortgages on real properties owned or operated by Realty 
and Realty-related entities. In addition, Realty and FNR purchased 
real properties from third parties who owned the properties subject 
to Republic mortgages. Many of the mortgages which Realty and FNR 
thus assumed had a history of late payments or other collection 
difficulties. 

On August 3, 1970, the American Stock Exchange suspended trad- 
ing in Realty’s securities and Realty publicly announced an expected 
loss of $8.7 million for its fiscal year ended March 31, 1970. Shortly 
thereafter, Alexander Grant & Co., Realty’s then auditors, disclaimed 
an opinion on Realty’s consolidated financial statements for the fiscal 
year ended March 31, 1970, in part because of uncertainties as to Real- 
ty’s ability to meet financing requirements with respect to substantial 
amounts of short-term indebtedness. Realty’s financial difficulties con- 
tinued throughout the ensuing period covered by the Republic finan- 
cial statements discussed in this opinion. 

As of September 30, 1970, Republic owned or was committed to pur- 
chase $24.6 million of stock, bonds and notes of Realty, FNR and other 
Realty-related entities. In addition, Republic had over $33 million in 
mortgage loans outstanding on real properties owned or managed by 
Realty or Realty-related entities. In view of Realty’s financial diffi- 
culties, Republic was thus faced with a serious question as to its ability 
to recover in full its unsecured investment of $24.6 million. At this 
time, Republic apparently attempted to restructure its investments in 
a manner which gave the investments the appearance of greater secu- 
rity, by removing itself from the position of a substantial unsecured 
creditor of Realty. It thereafter engaged in a series of transactions 
with Realty which resulted in removing all of the bonds, notes and 
stock of Realty and FNR which Republic then owned in exchange for 
notes of four Realty-related entities which held assets purchased from 
Realty. These notes were subsequently exchanged for mortgage loans 
on real estate properties and real estate itself. In these transactions 
significant additional funds were invested by Republic, the great por- 
tion of which was returned to Republic to pay prior obligations of 
Realty and Realty-related entities to Republic and in the form of 
interest income. 

On December 31, 1971, Republic’s financial statements included $9 
million of bonds and notes of Realty-related entities, mortgage loans 
outstanding of $56 million on properties owned or managed by, or in 
some other way connected with Realty or Realty-related entities and 
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$31.5 million in real estate which had come to Republic as a result of 
Realty-related transactions. 

Republic’s problems with its Realty-related investments continued 
in 1972, and Republic invested significant additional funds in trans- 
actions with Realty and Realty-related entities. Republic’s aggregate 
Realty and Realty-related investments, contrasted to Republic’s total 


reported statutory assets, were approximately as follows at year end 
1970, 1971 and 1972: 


Realty and Percentage 
of total 


realty-related Total assets 


$277, 000, 000 
412, 000, 000 
448, 000, 000 


This aggregate amount of Republic’s Realty and Realty-related in- 
vestments was not disclosed in Republic’s financial statements for 
1970, 1971 and 1972 or in PMM’s accountants’ reports thereon. We 
believe that such information was material to Republic’s financial 
statements, particularly since by September 1970 Realty was experi- 
encing severe financial difficulties which continued throughout the 
period covered by PMM’s 1971 and 1972 audits of Republic. 

Nor did the financial statements or notes thereto or PMM’s account- 
ants’ reports on such financial statements contain the material infor- 
mation that at least 30% of Republic’s reported after tax income in 
1970 (31%), 1971 (42%), and 1972 (30%) resulted from Republic’s 
Realty-related investments. Moreover, for reasons stated hereafter, 
such income should not have been recognized at all. 

In our view, PMM’s auditors should have insisted that Republic 
make adequate disclosure concerning such matters; failing that, dis- 
closure of such matters should have been made in PMM’s accountants’ 
reports together with appropriately qualified opinions. 

PMM’s auditors had been aware of the significant transactions be- 
tween Republic and Realty as a result of their own audit work. Addi- 
tionally, prior to issuance of PMM?’s initial report (dated Febru- 
ary 18, 1972) on Republic’s financial statements, the auditors had 
reviewed work papers prepared by Andersen, Republic’s prior audi- 
tors, and had reviewed a letter dated November 6, 1970, addressed by 
Andersen to Republic’s Board of Directors. The letter noted that as of 
September 30, 1970, Republic’s investments and commitments in 
Realty and FNR totalled about $58 million, called to Republic’s at- 
tention recently available information concerning Realty’s financial 
difficulties and informed Republic that the ultimate recovery in full 


246-829 0 - 79 - 53 
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of Republic’s investments in Realty and FNR as of September 30, 
1970 was in doubt. In view of the above factors and the likelihood of 
material effects thereof on Republic’s financial positions at Decem- 
ber 31, 1970 and the results of Republic’s operations for the year then 
ending, the letter set forth Andersen’s belief that Republic’s 1970 
financial statements should include “complete and informative dis- 
closure” of these matters. Examples of such disclosures included : 
“Segregation within the balance sheet of all investments in Realty and 
affiliates.” 
“Information regarding commitments to Realty and affiliates together with 
appropriate description as to Realty’s current financial condition.” 


“Information relating to all significant transactions between Republic 
and Realty or its affiliates. .. .” 


Andersen’s letter also stated: 


“Republic has presently recorded approximately $2,000,000 of income from 
its investments in Realty and FNR during the nine months ended Septem- 
ber 30, 1970, Although substantially all of such income has been collected 
in cash, it nevertheless has been offset by larger investments in Realty. Since 
realization of this income is dependent upon the ultimate recovery of Repub- 
lie’s investments in Realty and FNR, we do not believe current recognition of 
such income is appropriate.” 

In December 1970 Republic terminated Andersen’s engagement as Re- 
public’s auditors, and Andersen did not audit the December 1970 trans- 
actions between Republic and Realty nor did they report upon Repub- 
lic’s financial statements for the year ended December 31, 1970. 

In addition to the reserves discussed herein, Republic’s 1970 and 1971 
financial statements reported upon by PMM contained a Statement of 
Source and Use of Funds, not required under statutory life insurance 
accounting practices but insisted upon by the auditors as disclosure of 
investment portfolio difficulties experienced by Republic, which in a 
“Note” at the end of the text thereof, stated : 

“During the years ended December 31, 1971 and 1970 certain investments 


were exchanged for or converted to other investments. The details of such 
transactions (excluded from the above statement) are as follows: 


1971 


Bonds exchanged for real estate $17, 753, 000 
Bonds exchanged for mortgage loans 
Mortgage loans converted to real estate 19, 302, 928 $2, 350, 395’ 


The following year, a “Note” to the Statement of Source and Use of 
Funds contained in Republic’s 1972 financial statements stated as 
follows: 
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“During the years ended December 31, 1972 and 1971 certain investments 
were exchanged for or converted to other investments. The details of such 
transactions (excluded from the above statement) are as follows: 


1971 


Bonds exchanged for real estate $17, 753, 000 
Bonds exchanged for mortgage loans 1, 200, 000 
Mortgage loans converted to real estate $8, 556, 628 19, 302, 928” 


However, neither Note explained that the “certain investments” 
referred to therein were Republic’s Realty-related investments or the 
fact that ‘these investments were related to a company experiencing 
severe financial difficulties. 

PMM correctly identified in late 1971 the primary problem area in 
Republic’s financial statements as being Republic’s investment port- 
folio and more particularly, Republic’s Realty-related investments.*® 
While the auditors expanded the scope of their examination in an 
attempt to deal with this area and insisted on establishment of a reserve 
for possible losses on mortgage loans and real estate of $7 million at 
December 31, 1971 (approximately $5 million of which was attrib- 
utable to Realty-related investments) and $7 million at December 31, 
1972 (all attributable to Realty-related investments), it failed to come 


to grips with the basic auditing questions.2® PMM made a judgment 
that establishing the $7 million reserve for possible losses on mortgage 
loaus and real estate essentially mooted the disclosure question. We 
believe, however, that judgment was not correct in light of the then 
known circumstances. In our view, the above-quoted notes and the 
establishment of the reserves was not an adequate substitute for dis- 
closing Republic’s relationship with Realty and the transactions they 


28 While PMM was able to identify this problem area as a result of its own examination, 
it should not have acquiesced in Republic’s request that it complete its own field work 
before reviewing the prior auditors’ workpapers. As it turned out, the information came 
so late that PMM’s response was inadequate to the situation. As set forth in an earlier 
opinion, In the Matter of Touche Ross ¢ Co., 45 S.E.C. 469, 476 (1974), it is important that 
successor auditors “obtain access to and carefully review the results of the predecessor’s 
work.”’ In our judgment, this includes a timely review which should be initiated by the 
successor auditor at the inception of the engagement. We believe this is necessary to 
assure an adequately planned audit program which would take into consideration those 
significant areas of controversy that may have been uncovered as a result of such review. 

Mortgage loans unrelated to Republic’s Realty-related investments were the subject of 
conferences between Andersen and Republic. The conferences were recorded by Andersen 
in memoranda which were not seen by PMM. We think that all papers having a relation- 
ship to the successor auditor’s responsibilities should be made available by the prior 
auditors. 

22In addition to this reserve, a Mandatory Securities Valuation Reserve (“MSVR’) 
applicable to possible losses on stocks and bonds but not on mortgages or real estate was 
provided in the amount of $4.5 million for 1971 and $5.8 million for 1972. 
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had engaged in. No specific explanation was given that some or all of 
the reserve was attributable in the judgment of the auditors to pos- 
sible losses on Republic’s Realty-related investments and Realty’s 
name was not even mentioned in the financial statements or in PMM’s 
reports thereon. 

Although auditing of Republic’s 1970 and 1971 financial statements 
was accomplished at the same time, PMM’s examination of Republic’s 
Realty-related investments focused on th; investments which Republic 
had on its books at December 31, 1971 as a result of the numerous 
transactions between Republic and Realty in 1970 and 1971. Since 
these remaining investments were in great measure mortgage loans 
and real estate, PMM attempted to value the real estate and the col- 
lateral underlying the loans to determine whether Republic had sus- 
tained losses as a result of the 1970 and 1971 transactions. While this 
examination included consultations with Republic’s management and 
a review of the appraisals, prepared by Members of the American 
Institute of Real Estate Appraisers, which Republic had on the prop- 
erties in question, neither the appraisals nor PMM’s examination 
sought to ascertain the purchase prices paid by Realty to third parties 
for these properties. These properties had been purchased by Realty 
and simultaneously sold or mortgaged to Republic at prices far in ex- 
cess of what Realty had paid for them. Although PMM questioned the 
basis and validity of preparation of some of the appraisals (some of 
which were done on a “highest and best use” basis, assuming future 
development), it did not obtain sufficient evidence of the current value 
of the properties in question. As one example, in December 1971, 
Realty purchased a large tract of undeveloped land in the Adirondacks 
region of New York State for $3,150.000 and Republic placed a $13,- 
450,000 mortgage on this property at the same time. This was the 
largest mortgage on Republic’s books at both December 31, 1971 and 
1972. Also included in the 1972 financial statements was a $5 million 
leasehold mortgage to a Realty-related entity. This mortgage was 
secured by the leasehold interest in an aging industrial complex, the 
sole tenant of which had already given notice that it would not renew 
its lease. Also, the Commission’s investigation revealed that this trans- 
action was contrived by Republic and Realty so that the portion of 
the proceeds in the amount of $1.7 million of this loan could be used 
by Realty and Realty-related entities to pay Republic the principal 
and interest payments to become due on two previously existing loans 
which had been granted by Republic to Realty-related entities in late 
1971. PMM’s audit procedures during their 1972 audit did not reveal 
this design or alert them to all of the factors surrounding the making 
of this loan. Although PMM did raise questions concerning the source 
of funds for the $1.7 million principal and interest payments on the 
pre-existing loans, it did not learn that the new $5 million loan by 
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Republic had been used for such purpose. Included in Republic’s 
1971 and 1972 financial statements were the results of several similar 
transactions. Considering the significant prior transactions between 
Republic and Realty and Realty’s failing financial condition, we feel 
that PMM should have extended its audit procedures substantially 
more than it did in this area. 

The result was that despite establishing a reserve of $7 million for 
possible losses on mortgage loans and real estate, Republic’s Realty- 
related mortgage loans and real estate were substantially over-valued 
at December 31, 1971 and December 31, 1972.°° 

In this case, PMM was aware, or should have been aware, of the 
significance of these transactions with Realty and Realty-related en- 
tities. We consider it an auditor’s duty to do more than just make a 
mechanical examination of the data underlying a particular transac- 
tion. The responsibility of the auditor also involves a duty to investi- 
gate the totality of the circumstances surrounding; material transac- 
tions, individually and in the aggregate, and to seek out the significant 
information that affects evaluation and decisions. In the instant case, 
PMM should have examined the circumstances under which Realty 
and Realty-related entities acquired the properties being mortgaged 
to Republic and should have insisted upon receiving appraisals based 
upon current value. Had PMM conducted an appropriate audit, it 
should have discovered the unusual nature of these transactions and 
the need for more complete disclosure. 

Many of these transactions between Republic and Realty and Realty- 
related entities were less than arm’s length and had many of the 
characteristics commonly found in what are usually referred to as 
“related party” transactions. It should be recognized that related party 
transactions are not limited to any particular type or classification. 
Rather, they can take an infinite number of forms including some of 
those engaged in by Republic and Realty-related entities, Auditors 
must be alert to these types of transactions, which frequently are the 
subject of one form of management deception or another. Auditors 
should be especially alert to these possibilities where there exists 
some ongoing relationship, such as existed between Republic and 
Realty. 

PMM’S WORK PAPERS 


As set forth above, we believe that Republic’s financial statements 
significantly overstated the value of its Realty and Realty-related in- 


30 Republic concluded in its statutory financial statements for 1973, which were accom- 
panied by PMM’s report dated April 12, 1974, that the reserve for possible losses on 
mortgage loans and real estate at December 31. 1973 was $25 million after reductions of 
the carrying value of certain assets aggregating $8.5 million and not recognizing as income 
amounts aggregating $11.8 million. The possible losses related principally to Republic’s 
Realty-related transactions. 
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vestments during; the period covered by PMM’s 1971 and 1972 audits. 
At the same time, Republic’s reserve for possible losses on mortgage 
loans and real estate was significantly understated. The valuation of 
the investment portfolio was a crucial problem, and we believe that 
the inadequacies of PMM’s 1971 and 1972 audits are reflected by the 
insufficient information in the work papers as to the basis of calcula- 
tions to support the adequacy of the $7 million reserve for possible 
losses on mortgage loans and real estate as at December 31, 1971 and 
1972, The compilations contained in the work papers in support of the 
$7 million reserve as of the above dates, in our opinion, were not sup- 
ported by sufficient evidential matter that would result in a conclusion 
that this account was fairly stated. 


INCOME RECOGNITION 


In 1970, 1971 and 1972, Republic recognized substantial amounts of 
income which came largely out of the funds which Republic was ad- 
vancing to Realty and Realty-related entities in those years. To the 
extent that PMM was aware that interest on many of Republic’s Realty 
and Realty-related investments would not have been paid currently 
in the absence of such advances by Republic, serious questions should 
have been raised by PMM as to the propriety of recognizing such in- 
come on a current basis. PMM’s determination that recognition of 
this income was not improper was based upon their attempt to value 
the Realty-related investments that Republic received. The auditors 
took the position that because possible losses on Republic’s major 
Realty-related investments had been identified and provided for by 
the $7 million reserve and the MSVR, that there was no basis for 
refusing to allow Republic to recognize income from such investments. 
This judgment, although having some theoretical support, was only 
as good as the valuation of the investments that Republic held. In our 
view of the circumstances in this case, the auditors did not sufficiently 
extend their audit procedures beyond theii review of the appraisals 
referred to above to determine the adequacy of the collateral for the 
Realty-related mortgage loans and, in fact, such collateral was sub- 
stantially overvalued. Accordingly, we believe that in these circum- 
stances such income should not have been recognized. Where interest 
is not being paid currently, it may be appropriate under some unusual 
circumstances to recognize interest income currently on adequately col- 
lateralized loans, but such circumstances generally will be very 
exceptional. 


PMM’s REVIEW PROCEDURES 


In late 1972, PMM instituted a procedure whereby all of its reports 
on audited financial statements issued after December 31, 1972 would 
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be reviewed by a second partner prior to issuance, primarily to give 
additional assurance of compliance with PMM policy regarding the 
form and content of the report and the accompanying financial state- 
ments. Thus, the report dated February 6, 1973 with respect to 
Republic’s 1972 financial statement was one of the first to be subject 
to this so-called pre-issuance or “cold” review procedure.* 

As part of the procedure, the engagement partner was to prepare 
for the reviewer a memorandum regarding the potentially critical 
areas of the audit and an indication of the engagement partner’s satis- 
faction with the audit in each of those areas. The procedure did not 
normally contemplate a review by the second partner of any of the 
underlying audit workpapers, nor did it place upon him any responsi- 
bility for the adequacy of the audit or the appropriateness of the finan- 
cial statements and related disclosures—such responsibility remained 
with the engagement partner who conducted the audit. 

In his memorandum in early 1973, the engagement partner for the 
Republic audit identified, as the “main problem” in the audit, Repub- 


lic’s investments in Realty-related entities. In this connection, he 
stated : 


“The main problem area from an audit standpoint is investments. This 
company has some real problems in mortgage loans, certain bonds and real 
estate owned, most of which arose through dealing with Realty Equities 
Corp. I not only reviewed the investment workpapers in detail but also 
reviewed the loan files on new loans this year, held lengthy discussions with 
VP-Investments regarding problems and solutions and personally directed 
the audit of investments.” 


The memorandum did not mention, nor did the second partner making 
the pre-issuance review learn, that Realty was in severe financial diffi- 
culties and that the prior auditors had raised a number of questions 
with respect to Realty-related investments.** 


Tur PENN CENTRAL COMPANY 


On February 1, 1968 the Pennsylvania and the New York Central 
railroads merged and became the Penn Central Transportation Com- 
pany (“PCTC” or “Transportation Co.”). PMM became the auditors 
of the merged company and issued a report on the result of PCT on 
both a consolidated and a “company only” basis for 1968. During 1969, 
Penn Central Co., a holding company, was formed and acquired all 
of the stock of PCTC. For 1969, PMM issued a report on the results of 


31'This pre-issuance review should not be confused with a different reviewing procedure 
of PMM referred to elsewhere herein as “SEC review”, which relates to the review of 
certain filings with the Commission. 

32 These questions are reflected in the prior auditor’s letter quoted above. The engagement 
partner apparently did not describe the differences the prior auditors had with Republic 
because he thought he was confronted with a different situation. 
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Penn Central on a consolidated basis and PCTC on a “company only” 
basis.** 

On June 21, 1970, the Penn Central Transportation Co. filed a peti- 
tion for reorganization under the bankruptcy laws. An investigation 
conducted by this Commission following the filing of the petition re- 
vealed that Penn Central management * had engaged in a program 
of concealing the deterioration of the company which occurred in the 
post-merger period and which led to the filing of the petition in re- 
organization. A detailed description of the transactions, events and 
activities preceding the filing of the petition is contained in the Com- 
mission’s Staff Report on the Financial Collapse of the Penn Central 
Company.** Management’s efforts involved misrepresentations as to 
the affairs, prospects, financial results, and value of assets of the Penn 
Central complex. The misrepresentations were made in many forms 
of communications to the investing public and shareholders. 

While the financial statements upon which PMM reported did show 
a declining trend in 1969,°* they substantially understated the magni- 
tude of the real decline in the economic fortunes of Penn Central and 
did not reflect the cash drains which led to the collapse of the rail- 
road when PCTC could no longer borrow funds. 

The financial statements did not adequately present the financial 
condition of Penn Central because the economic substances of several 


transactions was not properly reflected therein and because there was 
insufficient attention given to the overall condition of the Company 
and its operations. 


33PMM’s reports were dated March 7, 1969 and March 12, 1970, respectively. Both 
reports were qualified as to the failure to provide deferred income taxes and were other- 
wise unqualified. 

84 Penn Central is used to identify the corporate complex in general without distinguish- 
ing the separate identities of Penn Central Co. or the Transportation Co. Penn Central 
Co. was essentially a holding company and neither it nor PCTC had a separate management. 

% The Financial Collapse of the Penn Central Company—Staff Report of the Securities 
and Exchange Commission to the Special Subcommittee on Investigations of the House 
Interstate and Foreign Commerce Committee, August 1972. U.S. Government Printing 
Office, Washington, D.C. 

86 The consolidated results and the PCTC results were reported. Rail operations, which 
were most significant in appraising long run operating prospects, were not separately 
reported. The data are as follows: 








Penn Central Penn Central : 
cons’ .idated Transportation <Loss) on rail 
earnings* Company* operations* 





($63) ($101) 
(56) (193) 
(5) (142) 

9 (86) 


*In millions. 
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The principal means by which Penn Central inflated financial results 
for 1969 included the failure to include charges arising out of Penn 
Central’s ownership of Lehigh Valley Railroad Co., failure to reflect 
current maintenance expenses of the New York-New Haven and Hart- 
ford Railroad Co. as charges against income, the improper inclusion 
of income from large real estate transactions by Great Southwest Corp. 
and the improper inclusion of dividends from certain subsidiaries, In 
1968 the financial results were inflated by the improper inclusion of 
profits from the exchange of certain equity interests in real property 
for the stock ownership in Madison Square Garden Corp., the im- 
proper inclusion of income of the purported dividend comprising the 
common stock of a wholly-owned subsidiary of Washington Terminal 
Corp., the failure to record properly expenses connected with mail 
and baggage handlers, charges arising out of Penn Central’s owner- 
ship of Lehigh Valley Railroad Co. and Executive Jet Aviation and 
the inclusion of purported profits from certain real estate transactions 
of Great Southwest Corporation. By acquiescing in these improper 
accounting practices, PMM, in our view, permitted Penn Central to 
misstate its financial position and operating results for the years 1968 
and 1969. 

In some of the items discussed below, PMM’s position is briefly 
described. 


WASHINGTON TERMINAL COMPANY 


PCTC, in 1968, included as part of its operating income what they 
considered to be a “dividend-in-kind” in the amount of $11,700,000 
declared by Washington Terminal Company (“WTC”) a 50% owned 
company carried on the cost basis by PCTC.*” This income was re- 
flected in the results from ordinary operations and was part of the 
consolidated earnings of Penn Central and also part of the Transpor- 
tation Company’s operating results for the year. There was no separate 
disclosure in the financial statements or in the notes thereto that in- 
formed the reader of the nature of this transaction or of its magnitude. 
Absent this recordation as dividend income, consolidated earnings 
would have amounted to $78,573,000 as opposed to the $90,273,000 re- 
ported; and, PCTC’s loss from ordinary operations would have 
amounted to $14,473,000 as opposed to the reported loss of $2,773,000. 

The “dividend-in-kind” which was declared to its parent company 
was in the form of 100% of the stock of a new company formed for 
the purpose of receiving an undivided one-half interest in real prop- 
erty and air rights over the Union Station in Washington, D.C. 


87The other 50% owner of the stock of WTC was the Baltimore & Ohio Railroad 
Company. 

383A similar dividend was paid in the form of 100% of the stock of a separate new 
company which was formed to receive B&O’s 50% interest. 
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Both before and after the transaction, Penn Central owned a 50% 
interest in the Union Station property. 

The Union Station property became the subject of an agreement 
with the United States Government for development of a Visitor’s 
Center and the leasing by the National Park Service of such Center. 
The deed conveying legal title and an undivided one-half interest pro- 
vided that WTC would continue to contro] the property during the 
period that the Visitor’s Center was under construction.®® The agree- 
ment provided that the National Park Service would lease the prop- 
erty for 25 years, after the owners had made significant alterations and 
improvements, which were expected to take two or three years. At the 
conclusion of the lease the property could be acquired by the National 
Park Service for $1. 

PCTC recorded the $11,700,000 as its determination of the value of 
the stock distribution received.*® This amount was based on an ap- 
praisal of the underlying property and the air rights. 

PMM states that: 

Penn Central Transportation Company accounted for its invest- 
ment in Washington Terminal Company on the cost basis, an ac- 
ceptable method of accounting and the method most commonly fol- 
lowed in 1968. Since Penn Central Transportation Company accounted 
for its investment in Washington Terminal Company on the cost 
basis, in PMM’s opinion any distributions from Washington Terminal 
Company necessarily were properly recorded in earnings when 
received ; and since the distribution was a dividend-in-kind the proper 
method of recording it by Penn Central Transportation Company was 
at fair market value under then current accounting literature. In 
PMM’s view, PCTC’s obligations under the lease contract were fixed 
and accrued in its accounts, and therefore, there was no uncertainty 
with respect to the value of this dividend and income had to be rec- 
ognized in 1968 when the dividend was received. 

The Commission disagrees with PMM’s position that all necessary 
elements were present to permit the recordation of income in 1968. In 


% The deed by which WTC conveyed (to the newly-formed corporation) the undivided 
one-half interest included the following reservation : 

“Subject to the continued right of use, possession, operation and maintenance of the 
Union Station Building, concourse concession areas and related areas presently used for 
commercial operation by the Washington Terminal Co., its lessees. concessionaires, 
licensees, passengers, officers, employees, contractors, invitees, and visitors during the 
period of alteration and construction of the Visitor’s Center parking facility and new 
passenger station contemplated by Public Law 90-264 and until the taking of full 
occupancy by the United States of America pursuant to a lease covering the property 
herein described.” 

40 McCandles Corporation had appraised the property and the air rights for the Baltimore 
& Ohio Railroad Co. at $27,000,000, so that based on that appraisal the value of a 50% 
was $13,500,000. The figure of $13,500,000 was reduced by PCTC to $11,700,000, to reflect 
its determination of the fixed cost of improvements and a discount for the period prior to 
commencement of rental payments. 
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the Commission’s view, this transaction was, in substance, a write-up 
of this asset on the books of the parent company. We believe that rec- 
ognition by the Transportation Company of income in the amount of 
$11,700,000 in the form of a 100% stock distribution was improper 
since in substance the position of the consolidated enterprise was un- 
changed with respect to the use, possession, operation, and maintenance 
of the underlying subject property after the receipt of the distribution. 
Generally accepted accounting principles do not permit recording a 
transaction based on form when its substance is materially different. 

The substance of the December 18, 1968 agreement was a promise 
on the part of ‘the U.S. Government to purchase certain property after 
significant construction and alterations had been made to transform 
such property into a National Visitor’s Center. In the Commission’s 
opinion, recognition of income to PCTC under the circumstances out- 
lined herein was inappropriate until the seller of Union Station had 
substantially performed its obligations. 

The Commission also believes that if income in this amount was 
recorded in 1968, separate disclosure should have been made. 


MADISON SQUARE GARDEN TRANSACTION 


Penn Central entered into a transaction in 1968 which involved a 
nonmonetary exchange within its investment portfolio that resulted in 
the company recording a gain in the amount of $21 million. This gain 


was reflected in income from ordinary operations and was part of the 
consolidated earnings of Penn Central and also part of PCTC’s operat- 
ing results for that year. There was no separate disclosure in the finan- 
cial statements or in the notes thereto that informed the reader of the 
nature or magnitude of this transaction. Absent this gain, Penn Cen- 
tral’s consolidated carnings from ordinary operations would have 
amounted to $69,273,000 as opposed to the $90,273,000 reported, and 
PCTC’s loss from ordinary operations would have amounted to 
$23,773,000 as opposed to the reported loss of $2,773,000. 

This transaction represented the exchange of Penn Central’s 25% 
interest in Madison Square Garden Center (“Center”) and its 55% 
interest in the Penn Plaza office building for a 25% interest in Madi- 
son Square Garden Corporation (“Garden”). Before the transaction, 
Garden owned 25% of the Center, 20% of the office building, the 
real estate on which the former Madison Square Garden had stood, 
and other minor assets.*t Penn Central, in its filing with the Com- 


“Madison Square Garden Corp. was essentially a holding company whose major as- 
sets consisted of its interests in Madison Square Garden Center, which in turn had the 
exclusive right to the use of the franchise and player contracts of the New York Rangers 
and New York Knickerbockers, and the Penn Plaza office building venture. The group 
of companies comprising the Madison Square Garden Corporation also owned a profes- 
sional ice skating show and other real estate. The Madison Square Garden Corporation 
common stock had registration rights under the exchange agreement. 
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mission describing the transaction, indicat«d that its purpose was— 


“to concentrate and unify Penn Central’s interests in the new Madison 
Square Garden Center and the office building—through the ownership of 
a substantial equity interest in Madison Square (Garden Corporation) 
which will be the beneficial owner and operator of those facilities.” “ 


Penn Central, which received no cash, recorded the gain of $21 
million on this transaction by valuing the Garden Stock received at 
$25.7 million (based on its average market price on the NYSE of 
$11.078 per share at the date of negotiations) and subtracting the 
$4.6 million carrying value of assets given up.** 

It is PMM’s position, as stated by it, that the exchange of PCTC’s 
shareholdings and interest in two corporations (privately held) which 
owned and operated an office building and a sports center, for shares 
of stock in Madison Square Garden Corporation, a diversified holding 
company with over 36,000 shareholders, whose shares were publicly 
traded, constituted a substantive exchange of distinctly different kinds 
of assets and, in accordance with accounting theory then in existence, 
was an exchange of assets to which gain or loss must have been recog- 
nized. If no recognition were made of the exchange, the 1968 finan- 
cials would not have shown the true results of management’s decision 
to make the exchange, and future financial statements would not show 
the effect of management’s decisions in the handling of its stock own- 
ership in Madison Square Garden Corporation. In PMM’s opinion, 
PCTC realized a gain of its investment in 1968 as the financial state- 
ment properly showed. 

It is the Commission’s opinion that the transaction represented the 
substitution of an investment in one form for essentially the same 
investment in another form. There was no change in economic inter- 
ests in Center, the principal asset involved, and Penn Central’s intent, 
as stated by it, was clearly not to dispose of its economic interest in 
the facilities exchanged. 

We believe that PMM failed to recognize that in substance there 
were not sufficiently significant changes from a business viewpoint 


42 Source—Schedule 13 D filed by Penn Central Company received by the Commission 
April 1, 1969. 

48 This was based on an agreement dated December 18. 1968. On the same date. Garden 
and Penn Central also entered into another agreement whereby Garden had agreed to 
sell and Penn Central agreed to purchase at $11.078 per share up to 180.538 shares of 
Garden’s common stock. This sale and purchase agreement had the effect of continuing 
Penn Central’s undertaking to loan funds to cover costs of construction of the 29-story 
office building that would be in excess of the construction loan. This was to be accom- 
plished by Garden loaning the funds that it would receive from the sale of additional 
shares to Penn Central. 

Penn Central originally had a 283% interest as a result of the transaction which was 
increased to 25% mainly through purchases under the stock purchase agreement. 
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to warrant the recording of income on this nonmonetary exchange. 
Furthermore, it is the Commission’s view that PMM should have re- 
quired separate disclosure of the nature and amount of this 
transaction. 


MERGER RESERVE: SEPARATION OF MAIL AND BAGGAGE HANDLERS 


In 1968, Penn Central Transportation Company charged against a 
$117,000,000 merger reserve established in 1967, payments aggregating 
$4,672,000 made to certain mail and baggage handlers upon their sep- 
aration from employment with PCTC.“ 

The Penn Central’s predecessor railroads, the Pennsylvania and 
New York Central railroads, and their labor unions had entered into 
a Merger Protective Agreement, dated January 1, 1964, which pro- 
vided that no one employed during the period from January 1, 1964 
to the effective date of the merger would be terminated after January 1, 
1964. A subsequent termination did not have to be merger related for 
the agreement to apply. 

The $117,000,000 liability reserve which was established in 1967 was 
to provide only for wages to be paid to 5,600 employees who had been 
furloughed prior to the merger, but who, due to the Merger Protective 
Agreement, had to be recalled to service upon the consummation of 
the merger and had to be employed or paid thereafter until they left 
through natural attrition.“ 

Subsequent to the merger, Penn Central early in 1968 incurred a 

st of $4,672,000 in separation payments to mail and baggagé hand- 
lers made surplus as a result of curtailment of use of Penn Central’s 
services by the U.S. Post Office Department. The basic accounting 
question faced by PMM was whether the payment of $4,672,000 made 
to the mail and baggage handlers, who had been separated from em- 
ployment with PCTC, was chargeable to the reserve previously estab- 
or chargeable to expenses for the period. 

PMM seriously questioned the use of the liability reserve for the 
payments to the mail and baggage handlers which questions may have 


4 The $117 million reserve was the potential cost of recalied employees portion of an 
aggregate reserve totalling $275,421,985 for anticipated costs of the merger of Pennsyl- 
vania and New York Central railroads. The reserve was established in 1967 by the 
Pennsylvania Railroad Company with the approval of the Interstate Commerce Com- 
mission. It was established by making a charge to earnings in 1967 in the amount of 
$275,421,985 thereby reducing earnings in that year by that amount. 

# There was another class of employees who were expected to be made surplus as a 
result of the merger. This group numbered about 7.800 employees and were to be made 
surplus as a result of consolidations, coordinations, elimination of facilities, and so forth. 
It was made up of employees who were working as of February 1, 1968, and were to be 
subsequently made surplus. All wages relating to such 7,800 employees were to be 
charged to current operations, no wages were to be charged to the liability reserve. 
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led management of PCTC to petition the ICC for approval to charge 
this cost to the reserve for ICC accounting purposes.*® By a letter to 
the ICC dated January 23, 1969, Penn Central argued that such costs 
should be charged to the merger reserve because the payments to the 
mail baggage handlers were directly the result of the labor agreements 
incident to merger, that they were unp:oductive of merger savings, 
and that the reserve was adequate in total] amount. 

PMM reviewed the letter to the ICC before it was sent and in the 
letter referred to in Footnote 46 above stated that if the ICC “. . . in 
its judgment deems the separations to be merger related and the costs 
incident thereto chargeable against the reserve, we would no longer 
have a basis for objection to a charge against the Merger Reserve for 
this purpose.” 

By letter dated January 29, 1969, the ICC replied as follows: 


“This will advise that a majority of Division 2 in conference today voted 
to grant the letter request filed January 23, 1969, for authority to charge an 
amount of $4,672,000 expended during 1968 in connection with separation of 
mail and baggage handlers against the ‘Merger Reserve’ established in 
1967.” 


In our view, the $4,672,000 in separation payments incurred during 
1968 as a result of the curtailment in services of mail and baggage 
handlers did not come within the original merger reserve criteria. The 
original merger reserve was created to provide for charges for pay- 


ments to employees who had been furloughed prior to the effectiveness 
of the merger. The mail and baggage handlers were not furloughed 
prior to the effectiveness of the merger.*” 

In the Commission’s opinion, even though the ICC was willing to 
permit the charge to the reserve for ICC purposes, we believe such 
amounts should have been reflected as a period expense during the year 


46 By letter dated January 23, 1969, PMM advised Penn Central Company with re- 
spect to this charge, reading in part as follows: 

“We have reviewed the facts concerning the separation of these employees and the 
data supplied to us with respect to the costs, amounting to $4,672,000. It is our opin- 
fon that the Merger Reserve originally was not established to cover separations of this 
nature, and, accordingly, such costs would not constitute an appropriate charge against 
the reserve. 

“We understand that you intend to petition the Interstate Commerce Commission to 
review the facts concerning the separation of the mail and baggage handlers and to rule 
on the question of whether such separations are, in fact merger-related. We have re- 
viewed the letter addressed to the Commission by Mr. Saunders. Under the circumstances, 
if the Commission in its judgment deems the separations to be merger-related and the 
costs incident thereto chargeable against the reserve, we would no longer have a basis 
for objection to a charge against the Merger Reserve for this purpose.” 

47Penn Central had attempted to make a case to PMM that these mail and baggage 
handlers actually were intended to be furloughed prior to the date of the merger and 
would have been but for some unforeseen events and administrative oversight, and had 
they been furloughed prior to that date and recalled thereafter, the payments would have 
been chargeable to the reserve. 





PEAT, MARWICK, MITCHELL & CO. 831 


ended December 31, 1968 in the financial statements of the company 
issued to the shareholders. The accounting rationale for setting up the 
original $117 million liability for the recall of surplus furloughed 
employees was that solely as a result of the effectiveness of the merger 
a liability had been created and the combined railroads had therefore 
suffered an expense (loss), unrelated to future operations, that had to 
be recognized. This accounting rationale does not apply to the facts 
leading to the $4,672,000 in payments. The liability, and hence the 
expense, did not exist as of December 31, 1967 nor February 1, 1968. 
Nor was there a known contingent liability as of such dates. It is the 
Commission’s view that PMM should have been more objective by 
resolving this issue independently of the ICC and that initial resistance 
of PMM to charging the reserve for these payments reflected the 
proper accounting and auditing posture. 


LEHIGH VALLEY RAILROAD COMPANY 


Prior to 1962, the then PRR, through subsidiaries, owned 44.4% of 
the outstanding shares of Lehigh Valley Railroad Company (“Lehigh 
Valley”). As a result of an exchange offer, PRR on February 28, 
1963, became the record or beneficial owner of 89.9% of the stock and 
this was increased to 97.3% in 1964. 

Lehigh Valley remained a 97.3% owned subsidiary of PCTC at the 
time of the merger of the PRR and NYC Railroads. In 1968, the 
Lehigh Valley losses were $6 million, and in 1969 the losses were $5.1 
million, before an extraordinary charge of $1.2 million. The footnotes 
to the 1968 and 1969 Financial Statements contained in the Annual 
Report to Shareholders separately disclosed these losses. The Lehigh 
Valley results, however, were not consolidated with Penn Central’s 
results during these periods.** Management’s reason for not consolidat- 
ing the operation of Lehigh Valley was their position that Penn 
Central’s ownership was temporary since the ICC had required that 
Lehigh Valley be offered for affiliation with another railroad system.*® 
Penn Central apparently relied on that ICC ruling as the basis for 
non-consolidation,” apparently drawing its accounting support for 


48The operations of Lehigh Valley were not consolidated in prior years; however, the 
financial statements for those years were not examined by independent public accountants. 

49 As noted in the footnotes to the 1968 and 1969 financial statements contained in 
the Annual Reports to shareholders. Lehigh Valley was not included in consolidation 
because the Interstate Commerce Commission “has required [Lehigh Valley] to be of- 
fered for inclusion in another railroad system.” 

50'The Interstate Commerce Commission, in approving the merger of the Pennsylvania 
and New York Central Railroads in 1966, required PCTC to use its best efforts to offer 
Lehigh Valley to the C&O/B&O or to the N&W Railroads for inclusion in one of those 
systems, or absent such affiliation. for PCTC to continue to keep Lehigh Valley oper- 
ational and possibly be merged eventually into Penn Central. 
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non-consolidation from the criteria included in Accounting Research 
Bulletin No. 51.5 

‘The Commission concluded, based upon its investigation that 
neither C&O/B&O nor N&W ever had any interest whatsoever in 
acquiring Lehigh Valley; further , in the course of the investigation 
a management representative flatly stated that no one wanted to 
acquire Lehigh Valley and that it was not worth anything. In the 
Commission’s opinion, therefore, Penn Central’s ownership in Lehigh 
Valley could not reasonably be said to have been temporary, and, 
further, a significant write-down in the investment was required. 

The Commission’s investigation also included information gathered 
from “Moody’s Transportation Manual” and from filings made by 
Lehigh Valley and contained in the public dockets at the SEC. These 
sources of public information revealed among other things, that for 
a 13-year period from 1957 through 1969, Lehigh Valley incurred 
consecutive annual losses; whereas for the 13-year period preceding 
1957, Lehigh Valley had only two loss years. The trends as indicated 
in this published data, as well as the current amounts of advances 
being made to Lehigh Valley, clearly supported PMM’s questioning 
management as to reasons why Penn Central’s investment in Lehigh 
Valley should not be written down. 

The audit workpapers of PMM for 1969 illustrate its awareness of 
the problem, the workpaper stating “Lehigh Valley—to be written 


down or reasons must be supplied.” As a result, at the request of PMM, 
Penn Central made the following written representation to PMM in 
a letter dated March 12, 1970 concerning management’s evaluation of 
this investment and their intention concerning its disposition. 


“One of the roads to which Lehigh Valley must be offered is the C&O and 
if the merger with the Norfolk and Western does not go through, the Lehigh 
Valley will have great strategic value to the C&O and we certainly should 
be able to come out well on our investment. 

“There are other alternatives we have in mind if this does not occur but 
it is too early and premature to determine to vy. hat extent, if any, an impair- 
ment may result in the investments.” 


PMM states that, in its opinion: (1) Lehigh Valley was properly 
not consolidated under the provisions of ARB No. 51; (2) that the 
carrying value of Lehigh was recoverable upon disposition; (3) that 
disclosure of the losses in 1968 and 1969 were clearly set out in foot- 


5tThe pertinent section of ARB No. 51 reads as follows: 

“Consolidation policy: 2. The usual condition for a controlling financial interest 
is ownership of a majority voting interest. and, therefore, as a general rule own- 
ership by one company, directly or indirectly of over 50 percent of the outstanding 
voting shares of another company is a condition pointing toward consolidation. How- 
ever, there are exceptions to this general rule. For examople, a subsidiary should not 
be consolidated where control is likely to be temporary; or where it does not rest 
with the majority owners (as, for instance, where the subsidiary is in legal reor- 
ganization or in bankruptcy).” 
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notes to fully inform the reader; and (4) that the investment in and 
advances to Lehigh Valley were included in consolidated Penn 
Central investments and advances which in the aggregate had a mar- 
ket value well in excess of their carrying value. For ail of the fore- 
going reasons, in PMM’s view, not consolidating Lehigh Valley was 
appropriate and no write-down would have been required of this asset 
either in 1968 or 1969. 

PMM further states that it was unaware that Penn Central was not 
reasonably likely to divest itself of Lehigh Valley in the foreseeable 
future and, therefore, accepted management’s accounting rationale in 
this regard and also accepted its reasons as to why the investment in 
Lehigh Valley should not be written down. 

It is our view that PMM’s auditing procedures should have included 
its seeking adequate evidence to support management’s written repre- 
sentation as to the likelihood of divestiture. In both 1968 and 1969 
PMM should have insisted that management furnish evidence that 
they had made offers to the C&O/B&O and to N&W, or that they were 
going to do so within a specific time period. PMM should have satis- 
fied itself by further inquiry as to whether management had evidence 
of any indications of interest from these two railroads or from any 
other potential acquirer. We believe that PMM should have insisted 
on additional representations describing the specific alternatives that 
management had in mind in order for PMM to satisfy itself whether 
it was too early to determine, to what extent, if any, an impairment 
of value existed or would result. 

In our view, Penn Central’s ownership of Lehigh Valley was not 
temporary within the meaning of ARB No. 51 and, therefore, the 
operating losses of Lehigh Valley should have been reflected through 
consolidation. Failing such treatment, PMM should have insisted that 
the investments in, and/or advances to Lehigh Valley be written down 
since, in addition to Lehigh Valley’s recorded losses there was sub- 
stantial evidence in the Commission’s opinion, as early as 1968, that 
Penn Central could not readily expect to cover its loans and advances 
to Lehigh Valley.®? It is our opinion that PMM should have more 
critically examined management’s assurances given in support of their 
representations that Lehigh Valley could be disposed of to another 
railroad system and without incurring a loss. 


EXECUTIVE JET AVIATION 


In 1965. as part of a diversification program, the Pennsylvania Rail- 
road (“PRR”), began investing in an air taxi service, Executive Jet 


53 The investment and advances in Lehigh Valley by Penn Central at December 31, 1969 
aggregated $49,493.000. Of this amount. $23.025.000 was in capital stock, $4.125.000 in 
bonds, and $22.343,000 represented advances and other sums due. Of the latter amount. 
$16,395,000 represented advances made in 1968 and 1969. 


246-829 0 - 79 - 54 
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Aviation, Inc. (“EJA”).5* PRR looked upon the investment as a 
means of entering into the air transport and air cargo fields, even 
though it was aware that the Federal Aviation Act prohibited rail- 
roads from engaging in such activities. PRR, however, made the in- 
vestments in the hope that it would be able to have the aeronautics 
laws changed to permit it to engage in the air cargo business. 

In 1966 EJA applied to the Civil Aeronautics Board for approval 
of its acquisition of Johnson Flying Service, a supplemental air car- 
rier. In connection with this application, a CAB examiner found that 
PRR controlled EJA in violation of aeronautics laws. Pursuant to 
this finding, PRR submitted a plan of financing and divestiture which 
contemplated continued investment in EJA by PRR. In December 
1967, the CAB held the plan to be inadequate, and ordered a com- 
plete divestiture. 

Up to 1966 PRR had advanced approximately $14,000,000 to EJ A. 
These advances continued at a rate of approximately $2.5 million a 
year during 1967, 1968 and 1969. In the last half of 1967, EJA em- 
barked on a program of quietly acquiring interest in several foreign 
supplemental carriers. At the same time, Penn Central also was pur- 
portedly trying to find a buyer for its interest in EJA, although its 
desire to retain some sort of “buy-back” rights was making this more 
difficult. 

In mid-1968 U.S. Steel Corp. and Burlington Industries, Inc. en- 
tered into a memorandum of understanding with Penn Central 
whereby they agreed to purchase Penn Central’s equity and debt in- 
terest in EJ A, subject to EJA’s receiving CAB approval to acquire 
Johnson Flying Service. However, Burlington withdrew from the 
agreement in December 1968 and U.S. Steel followed. 

On June 4, 1969, the CAB instituted proceedings to determine 
whether EJA and Penn Central had violated provisions of the Federal 
Aviation Act. In October 1969, the CAB issued a cease-and-desist 
order, to which Penn Central and EJA consented. In addition to levy- 
ing fines against both, the order directed E.) A to divest itself of control 
of foreign air carriers and Penn Central to divest itself of control of 
RJA. 

EJA had sustained losses since it began operation.’ EJ A was un- 
able to obtain outside financing unless Penn Central was willing to 


53In 1965, as part of its diversification program, PRR, through a wholly-owned sub- 
sidiary, American Contract Corp., acquired 655.960 shares of class B. nonvoting com- 
mon stock of EJA at a cost of $327,980. representing a 58% interest in the company’s 
combined class A and class B shares outstanding. American Contract’s largest investment 
in EJA, however, was in the form of loans and advances. Between 1964 and 1969. loans 
totalling $21 million were made by American Contract with funds provided to it initially 
by PRR, and later by Pennco. 

541965 loss: $992,000 ; 1966 loss: $2,214,000; 1967 loss: $869,000; 1968 loss: $3,830,- 
000; 1969 loss: $4,101,000. 
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subordinate its investment. EJA’s auditors, Lybrand, Ross Bros. & 
Montgomery (now Coopers & Lybrand), were unable to complete 
audits in 1968 and 1969 because of major problems. EJ A’s financial 
and operating condition was continuously adverse and, in the opinion 
of the Commission, the likelihood of Penn Central’s recovery of its 
investments was highly unlikely. 

Despite this situation, Penn Central’s stated position, as reflected 
in a representation letter addressed to Peat, Marwick, Mitchell & Co., 
dated March 12, 1970 was as follows: 


“Pursuant to order of the Civil Aeronautics Board we must dispose of 
our investment in Executive Jet Aviation by March 1, 1971. Consequently, 
we are at this time carrying on negotiations with a number of interested 
parties with a view of disposing of our holding just as soon as practicable. 
It is a complicated situation and consequently negotiations as between 
interested parties vary widely. We anticipate that our holding will be 
disposed of in the relatively near future but only at that time will it be 
possible to evaluate intelligently the consideration to be received for our 
investment. It is almost certain that we will receive various types of 
securities in exchange for our stock.” 

PMM states that in its opinion it was not unusual: (a) for a company 
the size of PCTC to invest approximately $21,000,000 in what 
amounted to an experiment for expansion and for the investee com- 
pany to suffer losses during its initial years; and (b) for a company 
which had suffered losses still to be considered to have substantial 
value to another company thereby enabling the investor company to 
recoup its investment or incur only a minor loss upon sale, this being 
particularly true of a start-up company possessing operating rights. 
The investment in EJA of approximately $21,000,000 was among 
total investments and advances of Penn Central of $453,239,000 in 
1968 and $535,711,000 in 1969. In PMM’s opinion investments and 
advances to consolidated subsidiaries and miscellaneous investments 
are to be considered as a group in determining whether a write-down 
should be made. The total market value of the investments and ad- 
vances, including EJA, was in excess of the carrying value, and, 
therefore, in PMM’s view there was no reason to write down the 
group of investments nor to write down any individual investment. 
Moreover, PMM states that it did not believe that management’s rep- 
resentation was unreasonable and considered that it would have been 
improper to require that the investment be written down by an 
arbitrary amount when, in PMM’s opinion, an estimate of the loss, 
if any, was not determinable. EJA eventually was sold in 1970 at a 
considerable loss, but in PMM’s view this loss is not a true measure 
of the loss, if any, that would have been experienced had the sale 
occurred under normal circumstances prior to commencement of re- 
organization proceedings. 





836 SECURITIES AND EXCHANGE COMMISSION 


The Commission believes PMM did not go far enough in its ex- 
amination to evaluate this asset. It was known to Penn Central and 
to PMM that EJA had been continually in need of operating funds; 
PMM was also aware of the CAB’s order to Penn Centra! to divest 
itself of control of EJA, and it also knew of certain prior unsuccessful 
attempts by Penn Central to dispose of this investment. Under the 
circumstances described above, in the Commission’s view the invest- 
ment in EJA was seriously impaired and PMM should have viewed 
this investment differently from other Penn Central investments. 

The Commission’s investigation revealed that PMM was not fur- 
nished with financial statements of EJA. PMM, however, requested 
Penn Central management to represent to PMM its evaluation of 
Penn Central’s position in this investment and its intention concern- 
ing the disposition of EJA. Penn Central’s March 12, 1970 reply 
to PMM made no mention of any possible loss in this investment. 

The Commission feels that since PMM was aware of EJA’s 
financial difficulties, it should have insisted that management of Penn 
Central require EJ A to prepare financial statements for PMM’s review, 
and also should have insisted that Penn Central include in its rep- 
resentation letter the number and identities of the parties interested 
in acquiring EJA. Further, PMM should also have insisted that this 
representation letter include the status of the various negotiations in 
support of management’s statement that they had anticipated this 
investment would be disposed of in the relatively near future. In 
addition, PMM should have required management to represent to 
them the possible range of any gain or loss that could result from 
the nature and status of the negotiations with interested parties. 

We believe that PMM should have expanded its auditing procedures 
in 1968 and 1969 to obtain the necessary competent evidential matter 
to enable it to conclude that this investment was fairly stated. In our 
opinion, based on all available evidence, it appears the loss in this in- 
vestment should have been recognized in 1968 and 1969, and that PMM 
failed to exercise proper judgment in this regard. 


GREAT SOUTHWEST REAL ESTATE ACTIVITIES 


Great Southwest Corporation (“GSC”) is a majority-owned (ap- 
proximately 91%) real estate development subsidiary of Pennco, a 
subsidiary of PCTC, which is in turn a subsidiary of the Penn 
Central Company.” In 1968 and 1969 GSC management effected sev- 
eral income tax oriented syndications which were described as having 
included therein certain tax advantages to investors. These syndica- 


55 Pennsylvania Railroad Company, through Pennco, acquired the majority interest in 
GSC in the mid-1960’s as part of the diversification program of PRR. For convenience, any 
reference to GSC includes Macco Corp., a 100% owned subsidiary of Pennco which was 
merged into GSC in March 1969. 
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tions resulted in large reported earnings by GSC and were reported to 
shareholders of GSC in its annual report to its shareholders and to 
the extent of Penn Central’s ownership, they were also included in 
Penn Ceatral’s consolidated earnings and in PCTC’s reported results 
of operations.®° 

At issue in this case were GSC’s accounting treatment and financial 
reporting of three real estate transactions which were part of the 1968 
and 1969 tax syndications. In one transaction in 1968 GSC sold a parcel 
of raw land known as the Bryant Ranch which was suitable for hold- 
ing for subsequent sale or development and sale. In the other two trans- 
actions GSC sold in 1968 an operating amusement park known as Six 
Flags Over Georgia, and in 1969 an operating amusement park known 
as Six Flags Over Texas. 

In December 1962, the Commission issued Accounting Series Re- 
lease No. 95 (“ASR-95”) to provide guidance in the application of 
generally accepted accounting principles to real estate transactions 
reported in financial statements to be included in documents filed 
under the federal securities laws. In that release we stated : 

“The recognition of profit at the time of sale, in accordance with generally 
accepted accounting principles, is appropriate if it is reasonable to conclude, 
in the light of all the circumstances, that a profit has been realized.” 

We also indicated, in that release, that mere formal compliance with 
the technical legal requirement of a sale is not necessarily sufficient to 
justify revenue recognition, and that the substance of a transaction is 
the controlling consideration. In our opinion, the real estate transac- 
tion in question in this case involved circumstances of the type dis- 
cussed in ASR-95 and were governed by the principles set forth therein 
dictating that there be no recognition of profit.®” 

In 1968 GSC sold the Bryant Ranch for $31,000,000 to a limited 
partnership formed to purchase the land. GSC reported the transac- 
tion as a sale and recorded a profit in that year of $8,558,176 and de- 
ferred $827,833 as a reported profit in 1969. The purchaser made a 
cash payment of $6,000,000 of which $600,000 was assigned to prin- 
cipal and $5,400,000 to prepaid interest. A note for $30,400,000 at a 
7% annual rate was given for the balance, and under the terms of the 
note no principal payments were to be paid for the first 15 years after 
the transaction through 1983. There was no personal liability on the 
note and as required by California law, the only recourse was against 
the land. During this 15-year period, interest in the flat amount of 


56 PMM was the auditor of GSC as well as Penn Central. 

57 Pursiant to an administrative proceeding, In the Matter of Great Southwest Corpo- 
ration, 45 S.E.C. 173 (1973), brought under Section 15(c) (4) of the Securities Exchange 
Act of 1934 and consented to by GSC, the financial statements of GSC for 1968 and 1969 
have been restated and new reports thereon have been issued by PMM. PMM maintained 
in these new reports that the original accounting for these transactions had been proper. 
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$1,000,000 per year (less than that called for by the 7% rate) was to 
be paid. After 1984, principal payment plus accrued as well as current 
interest payments were to be made over a five-year period to amortize 
the note. Among other aspects of the terms of the transaction, GSC 
was obligated under certain conditions to make cortain improvements 
and also pay certain other costs. 

In 1968, GSC sold its amusement park known as Six Flags Over 
Georgia for $22,980,157 and recorded a profit of $4,813,400 on the 
transaction. In the Georgia park transaction, the purchaser, a lim- 
ited partnership, made a cash payment of $2,970,000 of which 
$1,500,000 was assigned to principal and $1,470,000 prepaid interest. 
The purchaser also gave a mortgage note for $21,000,000 at 7% inter- 
est. Principal payments in the amount of $700,000 yearly were to be- 
gin in 1975. In 1969, it sold its other amusement park known as Six 
Flags Over Texas for $40,000,000, and recorded a profit of $17,530,170 
on the transaction. As to the Texas park, the purchaser, also a limited 
partnership, made a cash payment of $5,432,670 of which $1,500,000 
was assigned to principal and $3,932,670 to prepaid interest. The pur- 
chaser also gave a mortgage note for $38,301,585. There were other 
aspects to the structure of these two tvansactions which included con- 
tinuing exclusive management of the amusement parks by GSC as 
well as GSC’s retention of certain rick of loss and opportunity for 
gain factors.°* Except for a few differences both amusement park 
transactions were substantially similar. 

In ASR-95, we stated that a prerequisite to revenue recognition is 
an effective exchange or conversion. 

The Commission finds that applying the test of ASR-95 to the 
Bryant Ranch transaction, there was not a sufficient conversion of 
either GSC’s or the purchaser’s interest in the property to justify 
treatment of the transaction as a sale; and despite the formal aspects 
of the transaction, GSC immediately after the sale had essentially 
the same type and degree of control as it had prior to the transaction. 

The Commission finds that one of the aspects of an exchange miss- 
ing from the amusement park transactions, but necessary for an effec- 
tive economic conversion, was the transfer of control. 

The Commission finds that the other critical aspect of an exchange 
absent from the transactions was the transfer to the purchaser of the 
risk of loss and opportunity for gain. Upon the transfer of the amuse- 
ment parks, GSC continued to have, in a functional sense, essentially 
the same type of degree of control over the business and management 
as it had before. GSC also continued to bear substantially all of the 
opportunity for gain. When the elements of control and retention of 


58 Moreover, GSC could not be removed as general partner prior to 1997 except under 
certain limited circumstances. 
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risk and opportunity for gain are considered together, it becomes 
apparent that GSC’s position with respect to the amusement parks did 
not substantially change because of the sale transfers. As to these two 
transactions, the Commission believes that in economic terms, true 
exchanges did not take place, and therefore, it was not proper for 
financial reporting purposes to record the transactions as sales and 
recognize revenue thereon.” 

PMM states that in 1968 and 1969 it was its opinion and still is 
that the three transactions mentioned above were bona fide sales and, 
in its view, met the criteria of ASR-95, which was an important con- 
sideration in PMM’s decision that it was appropriate to recognize 
income on these transactions. PMM believes that these transactions in- 
volved substantial cash outlays by the purchasers and resulted in the 
transfer of the reward or burden of ownership from the seller to the 
buyer. It also believes that there was no continuing involvement on the 
part of the seller, except to make certain improvements on Bryant 
Ranch for which estimated costs were taken into account and to be- 
come the operator of the two amusement parks under a management 
contract with the purchasers. Moreover, aside from ASR-95, it is 
PMWM’s view that other then current accounting literature required that 
income be recognized in 1968 and 1969 when these transactions 
occurred. 

In the Commission’s opinion these three real estate transactions 
were structured by GSC with the concurrence of Penn Central’s man- 
agement in an unsuccessful attempt to meet the criteria contained in 
ASR-95. The Commission believes these transactions failed to meet the 
criteria of ASR-95 since, in substance, nothing happened from a busi- 
ness viewpoint to warrant the recording of sales and profits on these 
transactions. PMM should have recognized the attempts by manage- 
ment to structure transactions in a contrived manner to meet the tech- 
nicel criteria of existing accounting literature, when in the Commis- 
sion’s view, they did not. It is our opinion that PMM in its 1968 and 
1969 audits of GSC and of Penn Central failed to exercise critical and 
independent judgment on this very important issue. 


New YorkK, NEw HAVEN AND HARTFORD RAILROAD 


As a condition of the merger of the Pennsylvania Railroad and 
the New York Central Railroad, substantially all of the properties 
and investments of the New York, New Haven and Hartford Rail- 
road Company (“New Haven”) were acquired by Penn Central as 
of December 31, 1968. In our view Penn Central in 1969 improperly 
accounted for New Haven maintenance costs thereby obscuring the 


5° See Great Southwest Corp., 45 S.E.C. 173 (1973), for the Commission’s description and 
views of the three real estate transactions. 
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true dimensions of New Haven’s operating loss. As a result, there 
was a significant difference between the results of operations reported 
to the ICC and those reported to the public in 1969. Footnote 14 to 
the financial statements contained in the 1969 Annual Report to 
Shareholders discloses this difference.” 

Penn Central asserted that the state of New Haven’s equipment was 
very poor and had to be rehabilitated. On this basis, substantially 
all of the costs attributable to the upkeep of the road in 1969 were 
written off against a liability for rehabilitation costs established in 
connection with the purchase of the New Haven properties. 

To charge the rehabilitation liability account with items chargeable 
as period expenses would be improper. As a result of making such 
charges Penn Central recorded total maintenance expenses in 1969 
for New Haven which were significantly lower than those recorded 
by New Haven in the prior years. 

Care must be taken to distinguish genuine rehabilitation charges 
from ordinary maintenance costs which may be incurred at about the 
same time. We believe that in this case insufficient attention was given 
to this distinction. The Commission is of the opinion that it would 
have been necessary to approximate the amount of expenditures de- 
serving capitalization by comparing the total of maintenance and 
restoration costs incurred with the record of normal upkeep incurred 


in prior years. The historical record of approximate expenditures by 
New Haven for normal maintenance and capitalization items, as com- 
pared with 1969, follows (in millions of dollars) : * 


Expense Capitalized 


$1.6 
34.6 
33.5 
33.3 
31.7 


6 Footnote 14 reads as follows: 

“(1) Shares issued in December 1968 in connection with the acquisition of New 
Haven properties have been reflected in the accompanying financial statements at 
$41.125 per share, the average fair market value of the stock during the period of 
negotiation of the acquisition agreement; whereas the Commission [ICC] has ruled 
that such shares be valued at $87.50 per share, the value determined by the Com- 
mission [ICC]. The difference in purchase price has been reflected partly as a de- 
ferred credit of $23,077,000 and partly as additional paid-in capital of $21,284,000 in 
reports to the Commission [ICC]; whereas a liability of approximately $40,000,000 
for rehabilitation and other costs assumed in connection with the acquisition of New 
Haven properties has been reflected in the accompanying [GAAP] financial state- 
ments, but not in reports to the Commission ‘ICC]. In 1969, the net loss for the 
transportation company, as reported to shareholders, was $21,986,000 less than the 
loss reported to the Commission [ICC] because of charge-offs against the liability for 
rehabilitation and other costs.” 

6 From information contained in ‘Verified Statement (No. 10) of Stanley G. Jordan, 
Bureau of Accounts, Interstate Commerce Commission, Docket No. 35291’. 
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As a result of the staff’s investigation of this area, the Commission 
believes that the audit examination by PMM was not sufficient to come 
to a conclusion that the $1.6 million was all of the general maintenance 
and repair costs that were to be charged against 1969 earnings. 





TRUCKING COMPANY DIVIDENDS 


In 1969, PCTC caused one of its trucking company subsidiaries, 
New York Central Transport Co., to declare cash dividends of $12,- 
000,000 to PCTC. PCTC also caused two other trucking companies 
to declare cash dividends in the aggregate of $2,000,000 to an inter- 
mediate subsidiary which then declared a dividend in a like amount 
to PCTC. 

The Commission’s investigation revealed that none of the trucking 
company subsidiaries had sufficient cash funds to meet these dividend 
declarations. As to the $12,000,000 in purported dividend payments 
from New York Central Transportation Co., PCTC instructed one 
of its banks to charge PCTC’s account and credit the account at that 
bank of New York Central Transport Co. Simultaneously, New York 
Central Transport Co. instructed the same bank to charge its account 
for that amount and credit the account of PCTC. The bank followed 
the instructions. 

At the time when PCTC was allegedly loaning funds to its sub- 
sidiary, PCTC did not have the necessary cash funds in that bank to 
cover the amounts transferred. New York Central Transport Co.’s 
books of account then reflected “advance payable” in the amount 
of $12,000,000 and its equity account was reduced by a like amount. 
While advances payable were substituted for equity belonging to the 
sole shareholder on the books of New York Central Transport Co., the 
Commission concludes that the end result, in effect, did not give the 
100% stockholder (PCTC) entity anything more than it had before, 
and the $2,000,000 dividend payment by an intermediate subsidiary 
was the same, in practical effect, as New York Central Transport 
dividend payment. 

Notwithstanding the fact that these dividend declarations had no 
effect whatsoever on the consolidated earnings of Penn Central, the 
“company only” (PCTC) financial statements did include this divi- 
dend declaration in reported income. 

PMM disclaims knowledge of the instructions given to the bank by 
PCTC or the New York Central Transport Co, However, PMM states 
that its view was, and is, that a subsidiary may make a dividend pay- 
ment as long as it has accumulated earnings available for such divi- 
dend, even if no cash changes hands at the time and the parent com- 
pany simultaneously or subsequently records advances to such subsidi- 
ary. With respect to intercompany transactions of this nature, it is 
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PMM’s opinion that such transactions are by their nature not arm’s- 
length and that, therefore, in “company only” statements the im- 
portant factor is disclosure. These dividends were included in a sepa- 
rate line item entitied “Dividends and interest—Consolidated Sub- 
sidiaries” which totalled $44,324,000 in the separate “company only” 
financial statements for 1969. 

In the Commission’s opinion, though PMM disclaims knowledge 
of the instructions given to the bank by PCTC or the New York 
Central Transport Co., PMM should have followed the procedure of 
tracing cash transfers in support of these transactions and, had it 
done so, it would have discovered the bank statements, and the bank’s 
debit and credit memoranda accompanying such statements. This, in 
turn, would have led PMM to make further inquiry of management 
as to the factual circumstances underlying these transactions. 

In the Commission’s view, PMM’s audit program should have been 
expanded in order to test intercompany transactions in greater depth. 
Such expanded testing was desirable since PCTC, the entity pur- 
portedly benefiting from this transaction, had its separate financial 
statements, which were reported on by PMM, included in the annual 
report furnished to shareholders by Penn Central. 

In the Commision’s view, since no cash changed hands and the 
dividend, though declared from retained earnings, was supported only 
by entries on the books of the bank, the subsidiary and the parent, and 
since cash funds were not available to support the entries of the bank 
or the companies, there was no basis for recognizing the dividend as 
income. 


CONCLUSION 


In this case, Penn Central management was engaged in an attempt 
to conceal the extent of the deterioration of the company. One of the 
elements in this program was the presentation of financial statements 
which did not reflect the adverse results of railroad operations and 
which minimized adverse trends in the total business. PMM should 
have understood what management was doing and, rather than 
acauiesce. should have resisted management’s efforts. 

Auditors should be alert for the kinds of warnings present in this 
case indicating that management seeks to conceai a deterioration in the 
affairs of the company. 

One major warning given was management’s effort to record income 
from transactions which were structured to give an appearance of 
being bona fide but which did not reflect a business or economic change 
which would justify the recording of income. The Washington Ter- 
minal dividend, the Madison Square Garden exchange, the truck- 
ing company dividends and the Great Southwest property sales il- 
lustrate this development. 
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In a period of crisis, management may structure transactions or 
seize upon opportunities which may serve as a vehicle for recording 
a gain in a particular period but which do not require that a com- 
pany change its fundamental interest in the asset. Auditors must not 
allow their skepticism as to the essence of transactions to be under- 
miued. Instead, auditors should increase their vigilance when the pro- 
posal of such transactions raises questions as to management’s inten- 
tions and as to the condition of the company. 

Attempts by management to shift expenses from current accounts 
to reserve accounts or to capital accounts is also a cautionary note to 
accountants. In the items above, PMM allowed Penn Central to shift 
expenses under highly unusual circumstances, as in the case of the 
New Haven maintenance costs and the mail and baggage handlers. 

Auditors also should be alert to the fact that where a company 
is experiencing a deterioration in its financial condition and results, 
it may seek to avoid writing down loss operations or investments and. 
might seek to keep the current losses from such operations out of the 
consolidated financial statements. The Lehigh Valley Railroad and 
the Executive Jet Aviation situation described above are illustrations 
of that kind of desire by management, which must be resisted by 
auditors. The time when write-downs may be most needed is when a 
company is deteriorating and it is that very time when management 
will be particularly likely to want to avoid write-downs and will 
be willing to make representations to auditors to avoid the write-downs 
or to avoid consolidation of loss operations. 

Another element in ittempts by management to conceal in the finan- 
cial statements the deteriorating condition of a company is the timing 
of recording large transactions. Some of the transactions described 
above were rushed to completion in the final moments of the financial 
period. Although this is not always a sign of improper management 
conduct, auditors should pay particular attention to such last minute 
transactions where the results of the company are declining or at a 
break-even point as to profit and loss as in the Penn Central situation. 

When faced with the possibility that management may be attempt- 
ing not to reveal major adverse business trends, auditors must recog- 
nize this and review accounting matters with a particularly critical 
outlook to make certain that the financial results do not obscure the 
adverse business trend. The accountant must be certain that the treat- 
ment of all items fully conforms with the applicable principles. 
Moreover, the accountant must not view the treatment of items as ac- 
ceptable principle, and innovative treatments which tend to increase 


reported earnings or decrease reported losses must be scrutinized with 
particular care. 
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ln our opinion, PMM, in auditing these statements, failed to heed 
the warning signs outlined above to insist on the application of ap- 
propriate accounting principles in the circumstances and to require 
adequate disclosures. In the Commission’s view the statements were 
not a fair presentation of business facts. 

Many of these transactions were presented to the auditors with a 
variety of sophisticated justifications supporting management’s ac- 
counting methods to be used in recording the transactions. The Com- 
mission believes that PMM viewed these justifications too narrowly 
and did not consider whether the justifications were applicable in the 
circumstances. We consider it an auditor’s duty to insist on meaning- 
ful application of accounting principles and disclosures in order that 
the financial statements reflect the business reality of the enterprise. 


STIRLING HOMEXx 


Stirling Homex Corporation (“Stirling Homex”) was engaged in 
the business of manufacturing and selling completely installed mod- 
ular dwelling units, ready for occupancy. The concept employed by 
Stirling Homex was hailed as revolutionary in that the corporation 
attempted to integrate the many phases of home construction on a fixed 
site. The modular units were manufactured at a plant, shipped to 
a site and thereafter assembled into multi-family dwelling units. 

Initially, Stirling Homex operated on a relatively limited scale. 
During the Company’s first full year of operations, the fiscal year 
ended July 31, 1969, approximately 61% of its revenues ®* were derived 
from sales to entities controlled by the principal stockholders of the 
Company. For the succeeding two fiscal years nearly all revenue was 
derived from sales to local housing authorities and other non-profit en- 
tities who depended on Federal Government funding to finance the 
purchase of Stirling Homex dwelling units. 

Stirling Homex became a public corporation on February 19, 1970 
through a public offering of 1,175,000 shares of common stock at 
$16.50 a share. On July 29, 1971 the Company made another public 
offering of 500,000 shares of cumulative preferred stock at $40 per 
share. In July 1972, the Company filed a petition under Chapter X 
of the Bankruptcy Act. Thereafter the Commission began an investi- 
gation of the affairs of the Company. 

Information obtained by the Commission in that investigation into 
the affairs and financial reporting of Stirling Homex for the period 
1970 to 1972, indicates to us that a registration statement and certain 
reports issued by Stirling Homex and filed with the Commission in- 
cluded audited financial statements for the seven month period ended 
February 28, 1971 and for the fiscal year ended July 31, 1971 which 


® Total revenues for 1969 were $9,600,000. 












PEAT, MARWICK, MITCHELL & CO. 


845 


were false and misleading and did not present fairly the consolidated 
financial position and results of operation of the Company in conform- 
ity with generally accepted accounting principles. 

The consolidated statements of income of Stirling Homex for the 
seven month period ended February 28, 1971 included in the registra- 
tion statement for the preferred stock * and the consolidated statements 
of income of Stirling Homex for the year ended July 31, 1971 contained 
in the Annual Report to Shareholders and Annual Report on Form 


10-K for such fiscal year were false and misleading in that among other 
things: 











































—all modular sales of $12,493,000 for the February 28, 1971 period 
and $25,292,600 out of total modular sales of $29,482,271 for the 
July 31, 1971 period were improperly recorded in that the pur- 
ported sales were not supported by required financing commit- 
ments; 

—installation sales were overstated by approximately $3,723,000 
out of a total reported installation sales of $5,137,000 for the 
February 28, 1971 period and $2,443,000 out of total installation 
sales of $7,200,000 for the July 31, 1971 period through the inclu- 
sion of sales from projects for which there were no commitments 
of financing and through Stirling Homex’s improper reporting 
of approximately $1,000,000 as of February 28, 1971 and approx- 
imately $2,000,000 as of July 31, 1971 of excess installation costs 
as “cost overruns” reimbursable to the Company, and 

—general administrative and other expenses were materially 
understated by approximately $832,000 as of February 28, 1971 
and approximately $1,000,000 as of July 31, 1971, as a result of 
the improper capitalizing of such expenses. Additionally, cer- 
tain other expenses and construction costs were improperly 
capitalized. 

PMM examined and issued unqualified reports on these financial 
statements, Although it should be noted that it appears that officers and 
other representatives of Stirling Homex, as well as others, intentionally 
deceived PMM by misrepresentation and concealment of material in- 
formation and even the creation of a forged or spurious document, our 
investigation causes us to believe that PMM7’s examinations were not 
conducted in accordance with generally accepted auditing standards 
and we believe, as is detailed within, that the accounting methods fol- 





6&8 Also included in the registration statement were unaudited financial statements for 
the nine month period ended April 30, 1971. Such unaudited financial statements were 
false and misleading in that all modular sales of $18,183,000 for the April 30, 1971, pe- 
riod and approximately $4,656,000 out of the total installation sales of $6,382,000 for such 
period were improperly recorded. 

Had Stirling Homex not improperly capitalized these costs overruns from the instal- 
lation portion of certain of its projects, it would have incurred substantial losses on com- 
pletion of these projects. 
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lowed by Stirling Homex were not in accordance with generally ac- 
cepted accounting principles. 

Stirling Homex accounted for its sales by separating the manufac- 
turing and installation functions and by recording sales and income 
on the manufacturing aspect of the transaction upon the supposed as- 
signment of manufactured units to the requirements of a particular 
housing agency customer. This was supported by a commitment of 
funding which was supposedly evidenced by receipt of a letter of 
designation, feasibility letter or other similar document from the local 
agency. Stirling Homex treated the letters or other documents from the 
local agencies as the equivalent of a financing commitment, and PMM 
accepted this concept. 

In determining whether there existed a commitment of [Federal 
financing PMM relied on representations of Stirling Homex manage- 
ment, the Company’s supposed experts on government housing pro- 
grams, an opinion of outside counsel furnished by management, 
apparent concurrence of other reputable organizations dealing with 
the Company, and the belief that local housing authorities would not 
enter into contracts for projects without reasonable assurance that 
funding would be available. In fact, as we think PMM should have 
understood, in almost all cases the letters or other documents were not 
a commijment for Federal financing and without Federal financing 
the revenue from the project was not assured.* The acceptance of 
these representations without further auditing work, particularly in 
the light of PMM’s lack of experience in this area, resulted in im- 
proper recognition of sales revenues. 

In summary, the Commission believes that the registration state- 
ment, reports and the financial statements contained therein portrayed 
Stirling Homex as a healthy, prosperous company with increasing 
sales and earnings when, in fact, that company was experiencing 
serious business problems and financial difficulties. Moreover, nearly 
all of Stirling Homex’s sales and resulting accounts receivable were 
either improperly recorded or fictitious and the Consolidated Balance 
Sheet included in the Annual Reports materially overstated assets by 
approximately $36,400,000 as a result of the inclusion in accounts 
receivable of sales from projects improperly recorded in the current 
and prior fiscal years. 

STIRLING HoMEx REVENUE RECOGNITION POLICIES 

Stirling Homex contracted with its customers, primarily public 
liousing authorities, to manufacture and install modular housing units 

® Some projects went forward to completion. Others, and they were larger, did not. The 
lack of completion resulted from a number of factors, including neighborhood opposition 


to housing at particular sites and the inability of Stirling Homex to continue to obtain 
financing which led to its ultimate collapse. 
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resulting in a housing-development ready for occupancy. Modules were 
manufactured on an assembly line at Stirling Homex’s manufacturing, 
facility in Avon, New York. The modules were later to be shipped to a 
construction site where they would be assembled into two, three and 
four bedroom apartments. The apartments, in turn, would be assembled 
into larger structures consisting of two to five apartments, depending 
upon the requirements of an individualized site plan. The completed 
modules contain wall and floor coverings, drapery fixtures and all 
other necessary appurtenances in order to make the multimodule 
dwelling unit ready for occupancy when assembled. 

The company purported to follow a revenue recognition policy 
whereby evenue would be recognized on the sale of each module when 
manufacture of the module was completed and other events had oc- 
curred (including an irrevocable assignment of the modules to a 
specific contract and a firm commitment of funding for the project) 
which reasonably assured the ultimate collectibility of the sales price. 
For purposes of revenue recognition, Stirling Homex made an alloca- 
tion of the contract price as between module manufacture and module 
installation segments and, upon the manufacture and assignment of 
modules to a contract, the Company normally recorded as modular 
manufacture sales approximately 55% of such total contract price. 
The accounts receivable resulting from the recording of sales upon 
completion of the manufacture of modules were carried on the books 
of Stirling Homex as unbilled (not invoiced to customers) receivables. 
The portion of the total contract price allocated by the Company to 
nodule installation was recognized on the percentage of completion 
basis as site preparation and installation work was performed. 

During the pericd relevant here, Stirling Homex’s customers con- 
sisted primarily of public housing authorities who looked to Federal 
government housing programs as sources of financing for their pro- 
posed projects. The programs involved were low rent housing pro- 
grams under the turnkey program of the Department of Housing and 
Urban Development (“HUD”) and a subsidized housing program 
under Section 236 of the National Housing Act administered by the 
Federal Fousing Administration (“FHA”). In addition, Stirling 
Homex had one project under the rural housing program of the 
Farmers Home Administration (“ Farmers Home”) of the Depart- 
ment of Agriculture. 

Most of Stirling Homex’s projects in the period under consideration 
were under the HUD turnkey program. The initial step in this pro- 
gram, following the receipt of proposals including proposed prices 
from a number of applicants, was the issuance by a local housing 
authority (“LHA”) of a letter of designation. designating an appli- 
vant, such as Stirling Homex, as the developer of a specified project 
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subject to specified conditions. Subsequently, if the specified conditions 
were met, the letter of designation would be followed by a contract of 
sale between the LHA and the developer, countersigned by HUD to 
evidence its commitment to finance the project. Until HUD counter- 
signed the contract of sale, there was no legally binding commitment of 
governmental funds by HUD. Stirling; Homex, however, began to 
manufacture modules and recognize income with respect thereto prior 
to the countersigning of the contract of sale by HUD and in most 
sases recognized income upon receipt of a leiter of designation. 

Commencing in the last quarter of the 1971 fiscal year, Stirling 
Homex recognized revenues on modules manufactured in connection 
with three projects which were intended to be financed under the Sec- 
tion 236 program of the FHA. The initial step in this program was 
the issuance by the FHA of letters of feasibility. These letters, although 
indicating the FHA’s determination that the project was economically 
feasible and evidencing an intent io participate in the projects upon 
the satisfaction of certain conditions, did not in fact represent a 
legally binding funding commitment. Stirling Homex, however, 
began to manufacture modules and recognized income when a letter 
of feasibility was received. 

The third governmental program involved was the rural housing 
program of Farmers Home Administ:ation, a branch of the Depart- 
ment of Agriculture. The one projeci purportedly financed under this 
program was the Greater Gulf Coast) Housing Development Corp. 
project in Mississippi which is discussed below. Since the only pur- 
ported commitment on the part of Farmers Home was a forged or 
spurious document committing $15 million, it is unnecessary to discuss 
the normal operation of this program.” 

While reviewing Stirling Homex’s 1971 registration statement, the 
staff of the Commission’s Division of Corporation Finance questioned 
the reasonableness of recognizing sales revenues in advance of the date 
on which the Company was able to validly invoice a customer.®* The 


6% In addition to representations by Stirling Homex that the feasibility letters were a 
commitment of financing, PMM relied upon an opinion of counsel experienced in FHA 
matters, furnished to them by Stirling Homex management, which stated that, “In the 
trade and within the FHA organization, the feasibility ietter is considered a binding, firm 
and reliable document” and “In summary, it is our opinion that the feasibility letter may 
reasonably be treated for accounting purposes as a basis for recognition of projected proj- 
ects.”” The auditors did not fully relate the existing facts to this opinion. 

6 The materiality of this one project to the financial statements of Stirling Homex is 
vividly illustrated by the fact that sales on this project represented in excess of 60% 
of all module sales for the seven month period reflected in Stirling Homex’s 1971 regis- 
tration statement. 

68 Stirling Homex’s unbilled receivables grew rapidly. On December 31, 1969, unbilled 
receivables were $644,918. At the end of the 1970 fiscal year, unbilled receivables in- 
creased more than seven-fold to $4.6 million. By July 31, 1971, the unbilled receivables 
were to increase by over $25 million bringing the total to $29.5 million. This increase 
of unbilled receivables created a distorted balance sheet since the current assets were 
composed primarily of these unbilled receivables. 
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staff requested that Stirling Homex revise its financial statements to 
defer recognition of income to that point at which the amount record- 
ed was validly billable to a customer.®® Had Stirling Homex complied 
with this request, its financial statements would have shown substan- 
tial losses from operations. 

Instead, Stirling Homex requested a meeting with the Division of 
Corporation Finance to discuss its accounting practices. During this 
meeting,” and in a written statement submitted shortly after the meet- 
ing, Stirling Homex set. forth its rationale for the allocation of the 
total contract price between the module manufacturing phase and the 
installation phase and represented that no sales were recognized with 
respect to module manufacturing unless the following five conditions 
were met: 

“(i) The Company must be designated by the LHA non-profit 
sponsor or other agencies as the contractor for the project. This 
designation is supported by a formal commitment from the cus- 
tomer to the Company. 

“(2) The-customer must have obtained and submitted evidence 
to the Company that a commitment of monies to fund the project 
has been obtained from the appropriate governmental agency 
under which the project has sponsorship.” 

““(3) The numbers and types of modules and the general site 
plan and improvements must be identified and be the subject 
of the agreement between the Company and its customers. 

“(4) The Company must assign the manufactured module to a 
specific project and physically identify the module as being as- 
signed to and reserved exclusively for the specific project and 
customer. (This identification was to be physically attached at 
the earliest stage of the manufacture of the module.) 

“(5) The module must be completed and be ready for shipment 
to the customer.” 

In short, it was represented to the Commission by Stirling Homex 
that before income was recognized in connection with module manu- 
facture all events had occurred which reasonably assured the ultimate 
collectibility of the sales price properly allocable to such manufacture. 

6 The relevant paragraph from the June 30, 1971 letter of comment reads as follows: 
“It is noted that the number of modules installed through April 30, 1971 is far less than 
the number manufactured through the fiscal year ended July 31, 1970. It appears to the 
Division that the registrant’s accounting practices recognize income too far in advance 
of the date of billing to customers. It is requested that the financial statements for the 
current year be revised to defer recognition of income at least to a point no sooner than 
the amount is validly billable to the customer.” 

7 At this meeting, which is discussed infra, a PMM partner responsible for the Sterling 
Homex account made a number of statements regarding Stirling Homex’s accounting prac- 
tices which we believe to have been in error. 

7-In its submission, Stirling Homex falsely represented to the staff—as it had to PMM— 


that a letter of designation from an LHA under the turnkey program represented such 
a commitment. 


246-829 0 - 79 - 55 
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This representation was false and the Commission has concluded 
that with respect to virtually every project as to which the Company 
recognized income at the point of module manufacture, one or more 
of the five conditions stated above had not in fact been satisfied at the 
time of income recognition. 

General site plans were rarely in existence at the time sales and in- 
come were recognized from the manufacture of the modules. Because 
irrevocable assignment of modules to a particular project was, in many 
instances, largely impossible until such site plans were developed, the 
purported assignment of modules to projects indicated in the computer 
runs and other records of the Company shown to PMM, was essentially 
a sham. In fact, the modules were maintained for the most part on an 
unsegregated basis and shifted and reassigned from project to project 
where the need arose.”* 

More importantly, in virtually every instance there did not exist 
a firm and legally binding commitment of Federal funds to finance 
the project. The non-profit entities (some of which were “shells”) and 
the LHA’s doing business with Stirling Homex did not have sub- 
stantial funds of their own. The letter of designation and feasibility 
letters did not represent legally binding commitments of funds to 
purchase the projects and were subject to a number of stated condi- 
tions such as selection and approval of a site, satisfaction of various 
zoning and building code requirements and agreement on an ultimate 
contract price. In almost all cases there was no commitment of fund- 
ing to finance the projects at the time income was recognized. 

In contrast to its representations to PMM and the staff of the Com- 
mission, that these conditions would routinely be satisfied, the Com- 
pany, in practice, experienced great difficulties in finding acceptable 
sites (because of local opposition to the projects and other political and 
social problems) and in obtaining the zoning and building code 
variances necessary for its projects. In some instances it also had 
difficulties in reaching agreement on the ultimate contract price. 

Moreover, the Commission believes that the allocation of the con- 
tract price as between module manufacture and installation was ar- 
bitrary and did not accurately reflect either the relative costs of each 
segment of the total sales price nor the relative profitability of the two 
segments. In fact, the actual costs of installation in most of the proj- 
ects completed by the Company substantially exceeded these portions 
of the applicable total contract prices that Stirling Homex allocated to 
the installation work—at least, when there is taken into consideration 


72 For example, on the RIT project, which Sterling Homex included in sales for the nine 
months period ended April 30, 1971, Stirling Homex “assigned” modules to the project 
for the purpose of recognizing income but they were not the type called for by the proj- 
ect. It was not until May, 1971 that the Company began manufacturing the appropri- 
ate modules. 
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the cost overruns improperly classified by the Company as accounts 
receivable. 

Stirling Homex’s accounting policy with respect to the recognition 
of sales and income upon completion of the manufacture of modules 
which permitted the Company to front-end and prematurely report 
sales and earnings, was not in accordance with generally accepted ac- 
counting principles.”* Following the manufacture of a modular hous- 
ing unit for sale to an LHA, Stirling Homex owned the modules and 
bore the risk of a loss. 

The Commission believes that the percentage of completion method 
of income recognition was inappropriate with respect to the installa- 
tion portion of the projects ™ since, among other things, the total time 
required for manufacture of the modules, preparation of the site and 
installation of the modules did not require more than a few months— 
assuming site selection, funding approvals and other local approvals 
were in fact in hand—and, therefore, the contracts probably could 
not be properly considered as long term contracts. 


RETENTION OF PMM 


Stirling Homex began to search for a new accounting firm in Jan- 
uary of 1971 after encountering resistance to certain of its accounting 
practices on the part of Harris Kerr Forster and Company (“HKF”), 
its auditors for the fiscal year ended July 31, 1970.* Stirling Homex 


apparently contacted a number of accounting firms, including mem- 
bers of the so-called “big eight.” In late February of 1971, PMM was 
retained by Stirling Homex. 

PMM was not aware of the approaches by the Company to other 
accounting firms or of the disagreements between HKF and the Com- 
pany.”> PMM was informed that the principal reason for the change 


7% In 1970, the Accounting Principles Board issued APB Statement No. 4 which stated 
the general view on income recognition as follows: 
“Revenue is conventionally recognized at a specific point in the earning process of 
a business enterprise, usually when assets are sold or services are rendered. This 
conventional recognition is the basis of the pervasive measure of principle known 
as realization.” 


* * * * % * * 


“Revenue is generally recognized when both the following conditions are met: (1) 
the earnings process is complete or virtually complete, and (2) an exchange has 
taken place.” 

While there are some exceptions to this rule, the necessary criteria for such exceptions 
did not exist in this case. 

74 This method, as indicated above, differed from the method Stirling Homex utilized 
in connection with recording sales on the manufacture of the modules whereby Stirling 
Homex recorded sales and income upon the completion of the manufacture of the mod- 
ules. See Accounting Research Bulletin No. 45. 

7% Although PMM reviewed HKF work papers, they did not learn of questions raised 
by HKF regarding the income recognition policies of Stirling Homex which HKF had 
reported on in the prior years’ financial statements. 

* See Accounting Series Release No. 174 issued today by the Commission with respect 
to the activities of HKF (Harris, Kerr, Forster € Company, 45 S.B.C. 781 (1975). 
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in auditors was purportedly the Company’s desire and that of its 
investment banker to obtain a “big eight” firm. PMM also asked HKF 
if there were any professional reason why PMM should not accept the 
engagement. In addition, PMM made inquiries concerning Stirling 
Homex and learned that the Company had reputable outside directors, 
legal counsel and bankers. 

PMM was retained to perform an audit of Stirling Homex’s finan- 
cial statements for the seven months of the Stirling Homex fiscal year 
ended February 28, 1971. PMM was informed that such financial 
statements were to be included in the registration statement to be filed 
by Stirling Homex with the Commission. The account was assigned 
to a partner in PMM’s Newark, New Jersey office. The audit work, 
however, for the Stirling Homex account was to be performed by the 
PMM staff located in Rochester, New York, working under the direc- 
tion of a PMM partner in that office. 

PMM assigned an SEC reviewing partner from the New York 
office to the Stirling Homex audit who participated in several meet- 
ings where significant decisions were made concerning unresolved 
audit questions. However, the SEC reviewing partner was unfamiliar 
with the income recognition policies of Stirling Homex and the gov- 
ernment housing programs being utilized by customers of Stirling 
Homex. He did not review the audit workpapers and, in connection 
with the February 28, 1971 audit, met only once with the other PMM 
auditors for face-to-face discussion of the audit. 


THE FINANCIAL STATEMENTS OF STIRLING HOMFx REPORTED ON BY PMM 


There is set forth below analyses of specific aspects of PMM’s audit 
of the Consolidated Financial Statements for the seven month period 
ended February 28, 1971 and for the twelve month period ended 
July 31, 1971. In the view of the Commission, these analyses demon- 
strate that in a number of respects PMM’s conduct of the audits was 
not in accordance with generally accepted auditing standards. 

In a number of important areas, PMM unduly relied on the repre- 
sentations and interpretations of Stirling Homex management, and 
on management-prepared schedules and workpapers. It appears that 
this reliance was due in part to the inexperience of the PMM per- 
sonnel and their unfamiliarity with government housing programs, 
government contracting or construction companies. Many such man- 
agement representations were intentionally false and misleading and 
constituted part of a deliberate effort by management of the Company 
to deceive PMM, among others, as to the true status of a number of 
significant affairs. However, in the Commission’s view, PMM accepted 
uncritically the representations of Stirling Homex with respect to 
these matters and did not take those steps which were required under 
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the circumstances in order to verify the accuracy of the Company’s 
assertions. 

Thus PMM’s personnel relied on management’s representation that 
a letter of designation represented a firm commitment of financing for 
a HUD turnkey project. As discussed above, letters of designation did 
not constitute a commitment of government financing and, should not 
have been relied on for that purpose by PMM. Documentation evi- 
dencing 2 legally binding commitment of governmental financing 
rarely existed prior to the reporting of income by Stirling Homex. 

In several instances Stirling Homex obtained from the LHA con- 
tracts of sale on which the required HUD signature evidencing that 
funds had been authorized and reserved for the purchase of the devel- 
opment was missing. Absent such signature, there was no assurance 
that the project was eligible for financial assistance, that the funds 
had been properly authorized or that funds had been reserved by the 
government and were available to effect payment and performance by 
the purchaser LHA.”* Despite the fact that these documents should 
have been recognized as being incomplete, PMM’s personnel relied on 
the oral representations of Stirling Homex management that in prac- 
tical effect financing had been committed to these projects. In the 
Commission’s view this reliance was improper. 

Similarly, PMM’s personnel relied on the representations of man- 
agement and an opinion of outside counsel expert in FHA matters 
furnished by management that letters of feasibility in practice repre- 
sented financing commitments by the FHA. Although a feasibility 
letter was an important first step in obtaining FHA financing and in- 
dicated a strong interest in the project, feasibility letters in general, 
and the feasibility letters involved here in particular, were subject to 
specified conditions and, in the Commission’s view, they did not rep- 
resent a binding commitment of funds for the project for income rec- 
ognition purposes. 

The obtaining of a commitment of funding was an especially serious 
matter since the LHAs and other non-profit entities doing business 
with Stirling Homex were without financial resources and any agree- 
ments they entered into with Stirling Homex required financial back- 
ing of the Federal government. However, the auditors did not ad- 
equately familiarize themselves with the governmental housing pro- 
grams despite their lack of prior experience with these programs and 
did not contact any Federal agency in order to verify the existence of 
commitments to finance the housing projects involved. The auditors’ 
assumption that the LHAs would not enter into agreements with 


7%3In some cases, Stirling Homex did not actually have a letter of designation but only 
a preliminary, non-binding letter of intent. 
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Stirling Homex without reasonable assurance of government financing 
was, in the Commission’s view, unwarranted. 

PMM’s personnel relied on management-prepared schedules and 
workpapers, including computer runs of module assignment to proj- 
ects, without adequate independent verification of their accuracy. As 
it turned out such schedules were essentially meaningless unless a final 
site plan for the project existed. Such a site plan did not exist in 
many cases. They did not perform the extended audit steps which 
the Commission believes were called for with respect to the accounts 
receivable resulting from the improper and premature recording of 
module sales from periods preceding its engagement by Stirling 
Homex, carried on the books of Stirling Homex as unbilled accounts 
receivable. 

In the Commission’s opinion, the confirmation procedure used by 
PMM with respect to unbilled receivables was inadequate. The con- 
firmations which were sent to the LHA’s sought, for the most part 
only confirmation of the existence of a letter of designation or con- 
tract and the basic terms of the agreement, ¢.¢., the number of housing 
units and price. In the Commission’s view, information on the status 
of the project should also have been sought fiom the LHA’s and, al- 
though it was perhaps reasonable to assume that an LHA would not 
confirm a project unless governmental funding was in fact available, 
the confirmations should have specifically requested confirmation of a 
funding commitment. 

The Commission also believes that the handling of the confirma- 
tions by the audit staff was faulty in that they failed to take extended 
audit steps to evaluate the significance of remarks written on certain 
of the confirmations or deviations from norma] confirmation practices, 
such as, in one case, the return of a confirmation to the company rather 
than to the auditors. 


FEBRUARY 28, 1971 AvpDIT 


Listed below is a schedule of projects for which Stirling Homex, in 
the Commission’s view, improperly recorded sales during the seven 
months ended February 28, 1971. 





Module sales Percent total 
sales 





$569, 200 

1, 200, 400 

721, 600 

. 678, 400 

Mississippi GGC 7, 916, 000 
Additional sales recognized on projects previously recorded in the 

1970 fiscal year 1, 522, 400 


12, 608, 000 
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(a) Mississippi GGC Project 


This project accounted for 62.8% of the module revenue reported for 
the seven month period ended February 28, 1971 and represented over 
44% of t'\e total revenue reported for the period. 

In December 1970, Stirling Homex entered into a contract (sub- 
sequently amended) with the Mississippi Greater Gulf Coast Housing 
Development Corp. (“GGC”),’7 a non-profit corporation with no 
financial substance, for the construction of 800 modular units for 
$15,000,000 with the funding to be provided by the Farmers Home Ad- 
ministration, an agency of the Department of Agriculture. (“Farmers 
Home”). 

As evidence of the financing commitment necessary for the inclu- 
sion of sales and earnings from this project in the financial statements, 
PMM’s personnel relied on a letter to GGC from Farmers Home 
dated February 22, 1971 which purported to represent a commitment 
of government financing for $15 million.’® This letter was a forged 
ot spurious document on the stationery of Farmers Home.”® GGC had 
neither a history of operations, nor any financial substance. Since there 
was no funding for the project, it should not have been included in 
sales. 

The contract with GGC was subject to agreement on acceptable sites 
for the projects conditioned upon the approval of the appropriate gov- 
ernmental funding agency and the obtaining of financing from the ap- 
propriate governmental funding agency. No site plans or proposed site 
plans existed. No modules were ever shipped to Mississippi for this 
project, and the project was never built. 

Because of the magnitude and effect on the Stirling Homex financial 
statements of the sales and earnings of this project, it should have 
been audited with greater care than PMM exercised.*° PMM’s person- 
nel, without knowing even the genera] guidelines of the Farmers Home 
program, accepted their reading of the February 22, 1971 letter and 


7 Although PMM was not aware of this fact, this group was formed at the behest of 
Stirling Homex solely because of the necessity to have such a corporate vehicle to osten- 
sibly negotiate and contract with Federal agencies for the funding of housing projects. 

78 The limit of funding on any individual Farmers Home project is restricted by statute 
te $750,000. The Mississippi GGC contract provided that Mississippi GGC had the rights 
to assign its rights under the contract to one or more non-profit corporations subject to 
the approvals of the appropriate governmen(al f inding agency involved. 

77PMM did not know that the document was forged or spurious and it was presented 
to PMM as representing a commitment of funding by Farmers Home. 

80 The confirmation received by the auditors as of February 28, 1971 in connection with 
GGC confirmed ‘‘a contract dated February 28, 1971 providing for total development and 
construction cost of fifteen million dollars,’ whereas in fact the contact for which con- 
firmation was being sought was dated December 28, 1970. Although this was treated 
as a clerical error (and the July 31, 1971 confirmation subsequently received referred 
to the appropriate contract date) and we do not suggest that this contract was not in 
fact validly executed we nevertheless believe that under the circumstances further in- 
quiry should have been made concerning the date of the contract. 
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the oral representations of Stirling Homex management at a meeting 
described below as a sufficient basis to conclude that there was a firm 
commitment of financing for this project. 

On March 19, 1971, three PMM auditors, including the client partner 
and the SEC reviewing partner, visited the offices of Stirling Homex 
to discuss with Stirling Homex management. problem areas of the 
audit then being conducted. Among the areas discussed was the absence 
of evidence of such financing.** 

At this meeting the management of the Company submitted the $15 
million commitment letter for the inspection of the PMM auditors. 
These auditors requested a copy of the letter for their files, but the 
management of the Company stated they could not provide one at that 
time, stating that there were “political reasons” for keeping the letter 
confidential until local announcements were made by the sponsor of the 
project. No copy of the letter was subsequently obtained, nor did the 
auditors make an abstract of its terms or attempt to verify the au- 
thenticity of the document through direct communication with the 
Farmers Home. There was no other documentary support in PMM’s 
work papers demonstrating a firm commitinent of financing necessary 
to justify recording the Mississippi GGC project in sales. 

Under the GGC contract the non-profit group was responsible for 
obtaining 100% financing from a government agency. The financing 
provision was later modified and U.S. Shelter (“USS”), a wholly 
owned subsidiary of Stirling Homex, was to arrange financing and 
receive a 2% financing fee ($300,000) upon acceptance of this provi- 
sion by the GGC. 

The financing fee of $300,000 was reflected in the Consolidated State- 
ment of Income contained in Stirling's Homex’s 1971 registration 
statement. The footnotes to the financial statements disclose that this 
fee was earned under an agreement with a non-affiliated customer 
whereby USS had rendered certain services to the customer which in- 
cluded the obtaining of a commitment from a Federal agency for 
permanent financing of a housing project. The income was improp- 
erly recognized. This footnote is false and misleading in that although 
this agreement, as shown to PMM, was dated February 15, 1971, it 
was in fact signed in March—after the balance sheet date—and thus 
the non-affiliated customer had not retained USS’s services as of the 
balance sheet date and as indicated above USS had not obtained any 
commitment of permanent financing from a Federal agency nor ren- 
dered any other services to this customer. 

Although PMM mailed a confirmation to GGC concerning this USS 
financing fee, the confirmation was not returned. PMM did receive, 
however, a letter from the GGC’s attorney who stated that USS’s pro- 


8t PMM’s workpapers contain a notation by a PMM partner stating that absent such fi- 
nancing “the income recognition on the sale of the financed modules could be jeopardized.” 
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posed financing commitment to GGC on February 15, 1971 had been 
accepted by GGC but that such fee was subject to certain terms and 
conditions of the agreement dated February 15, 1971 and that payment 
of the fee was to be deferred until the date of any loan closings. The 
letter did not state when the proposed financing agreement had been 
accepted by GGC. 

The auditors had a copy of the February 15, 1971 agreement in their 
workpapers. They questioned the recognition of income by USS of 
this fee since there was no indication that USS had obtained any com- 
mitment for financing. To provide evidential matter to support this 
financing fee, PMM obtained from Stirling Homex a copy of an 
ambiguous letter from Stirling Homex’s bank which, stated that the 
bank had approved an unsecured $15 million line of credit, but also 
stated that borrowing under the line was to be limited to $3 million 
outstanding at any one time. Despite the obvious ambiguity in the let- 
ter, the auditors did not confirm the commitment’s existence or its 
terms with the bank. 


(b) Rochester, New York Project 


In late 1970, Stirling Homex submitted a proposal to the Rochester 
Housing Authority (“RHA”) to develop a turnkey project of 91 units 
on four scattered sites for approximately $2.3 million. No contract or 
agreement was executed for this project. Stirling Homex recorded 
$1.2 million in modular sales on this project on the basis of a letter of 
designation from the RHA dated February 26, 1971. These sales con- 
stituted a material portion of total sales for the seven month period. 

PMM sent a letter to the RHA requesting confirmation that RHA 
had accepted Stirling Homex’s proposal for the 91 units. The letter 
was returned to PMM marked correct with an attached copy of the 
letter of designation for 91 units that the RHA had sent to the 
Company. 

The designation letter, while tentatively designating Stirling 
Homex as developer of the project, set forth a schedule of events and 
approvals including site approval by various authorities, negotiation 
of the ultimate price that would have to be effectuated prior to the 
execution of a firm contract of sale, and a commitment of Federal 
assistance in financing the purchase of the projects by the RHA. PMM 
also obtained from Stirling Homex a copy of a letter dated February 
26. 1971 to the RHA from the Area Director of HUD which author- 
ized the RHA to designate Stirling Homex as the turnkey developer 
of the project, subject to the RHA’s letter of designation containing 
the phrase “subject to site approval by the City of Rochester.” 

The auditors established no procedures to monitor the accomplish- 
ment of the events outlined in the designation letter. The various prob- 
lems of rezoning, adequate sewage systems, and local governmental 
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approvals were never resolved, the proposed Rochester sites were 
found unacceptable by HUD and the project was never constructed. 

There was no legally binding contract in effect between the RHA and 
HUD or other evidence of financial commitment for this project. 
Therefore, sales and income in this project should not have been 
recognized. 

(c) Washington, D.C. Project 

A proposal was made to the Nutional Capiial Housing Authority 
“NCHA” in the fall of 1970, to develop this turnkey project which 
would consist of 51 dwelling units for a proposed purchase price 
of $1,217,640. No contract was obtained by Stirling Homex on this 
project at any time. For the seven month period ended February 28, 
1971 Stirling Homex recorded modular sale: of $678,400 for the 
project. 

PMM workpapers contain only three documents to support recog- 
nition of $678,400 of module revenues on this project. One document 
was a copy of an undated letter proposing two possible housing devel- 
opments to the NCHA. Another was a letter dated February 26, 1971 
from the NCHA to Stirling Homex informing the Company that 
it had been selected as the turnkey developer for a particular site and 
additionally informing the Company that approval by the community 
as well as by the Board of Directors of the District of Columbia 
Redevelopment Land Agency (“RI:A”) was required for the 
development. 

The third letter from the RLA, also dated February 26, 1971, indi- 
cated that the RLA approved the selection of Stirling Homex as the 
developer of the site but that final approval could only be given aiter 
public hearings before the RLA’s Board of Directors. No audit proce- 
dures were undertaken by the staff of PMM to determine whether 
the required approval was ever obtained for this development. 

A letter, dated March 12, 1971, was sent to the NCHA by PMM 
requesting that they confirm the acceptance of the Company’s proposal 
for a 51 dwelling unit housing development. This letter was returned 
to PMM signed by an official of the NCHA indicating the information 
was essentially correct. A typewritten note on the returned NCHA 
confirmation informed PMM that: “Before the proposal is finalized the 
Authority, RLA and the HUD Regional Office must review and ap- 
prove construction and financial details.” * 


®3In connection with the July 1971 audit, the confirmation return did not contain any 
such typewritten note. 
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The Commission believes that in the circumstances there did not 
exist evidence of a commitment by NCHA to purchase the housing 
units, or a commitment by HUD to finance the project and this in- 
come should not have been recognized. 


(d) Portland, Maine Project 


At the time of income recognition, there was no firm commitment 
of funding for this project although a subsequent commitment was 
later obtained in July of 1971 and the project was completed. PMM 
received from Stirling Homex a copy of a turnkey agreement dated 
January 28, 1971 entered into by Stirling Homex and the Portland 
Housing Authority (“PHA”) for the sale of a 50 dwelling unit hous- 
ing development for $1,280,662. Stirling Homex included in sales 
$569,200 from this project. There was no funding for this project iden- 
tified in the space provided in the contract. Further, the agreement 
was not signed by HUD. Consequently, there was no evidence of a 
legally binding commitment of federal monies to fund the purchase 
of the project at the time of the completion of the audit field work. 

As late as June 25, 1971 Stirling Homex, PHA and HUD were 
still negotiating over price and specifications for the project, and it 
was not until July 22, 1971 that a firm contract was executed by 
the PHA, HUD and Stirling Homex. 


(e) Ithaca, New York Project 


PMM obtained from the Company as evidence that a contract of 
sale existed a document dated March 3, 1971 by which the Ithaca 
Housing Authority (“THA”) contracted to purchase from Stirling 
Homex a completed housing development consisting of 54 dwelling 
units for $1,233,050. Although the development was to be purchased 
and funded under the turnkey program of HUD, no turnkey con- 
tract in the required HUD form was executed. There was no formal 
commitment of Federal funding as of the February 28, 1971 period 
although a formal commitment was subsequently obtained and the 
project was completed. Sales of $721,600 from this project were in- 
cluded—improperly in the Commission’s view—for the February 28. 
1971 period. : 


(f) Accounts Receivable at February 28, 1971 


In addition to the newly recognized sales during the period under 
audit, Stirling Homex carried a substantial amount of accounts re- 
ceivable and cost overruns on projects recorded as sales during the 
1970 fiscal year, which were also audited by PMM during its audit 
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of the seven months period. Listed below are some of the projects and 
the amounts of the accounts receivable which the Commission believes 
were improperly recorded as of February 28, 1971: 


Project : 





Accounts receivable 







































Hillwood. Akron. 5.25520 ee ee 1 $4, 470, 000 
Highland. Akron ooo Sosa ake Oe ee ae ees eno 8, 352, 020 
Bridgeport Street, “Wercester=— 222 aes eee ee ec 329, 500 
Providence: Road, ‘Worcester... Sikes sels ess ek eee 416, 100 
Bird: ‘and Pearl, Wrie ows ce ea aioe 1, 283, 000 
Pittsburgh; SUP Cs ea ee ea a ee 444, 400 
Grandview, MONO. = ss ee ean aaa 1, 174, 600 
North St; WONCQster 3 oo oe ee eee ae ean eee ene aoa 469, 000 


1 Stirling Homex recorded accounts receivable of $6,818,000 during this period on this 
project against which $2,348,000 was purportedly received by the ‘Company leaving a net 
receivable of $4,470,000. In fact the $2,348,000 which related to three other Akron proj- 
ects was erroneously applied to this receivable and the figure should have been. $6,818,000. 





All the above accounts receivable recorded on Stirling Homex’s 
financial statements as of February 28, 1971 were recorded, although 
in several instances in substantially smaller amounts, during the 1970 
fiscal year of Stirling Homex ended July 31, 1970. The delays in pay 
ments and progress on these projects had continued as of February 28 
1971 and should have prompted extended audit procedures. 

With certain exceptions, these projects were in essentially the same 
posture as they were in the prior fiscal year in that there had been 
little installation work accomplished, no money collected and no 
formal commitment of funds by any government agency.®* The terms 
of some of the agreements themselves, had expired, such as the 120 
day completion clause. All of these projects were HUD turnkey proj- 
ects. The supporting agreements were not executed by HUD and 
therefore not backed by a funding commitment. 

During the audit, PMM’s personnel learned that the proposed site 
for the Bridgeport project had to be abandoned. They received the 
following statement on a returned confirmation from the Worcester 
Housing Authority that referred to Stirling Eomex’s dealings with 
them on the Bridgeport project: 


In July 1970 this Authority and Kabeth Properties, Inc. were in the 
process of negotiating a contract for the purchase of 25 units to be erected 
on Bridgeport Street in Worcester, Massachusetts for the sum of approxi- 
mately $563,350.00. Because of problems involving site location, the proposed 
site had to be abandoned. At the present time, the Authority is awaiting 
submission by Kabath Properties, Inc. of a set of contract documents for 


88 The Providence Road, Bird & Pearl Street and North Street projects representing 
approximately $2,170,000 out of a total account receivable figure at Febrvary 28, 1971 
of $26,960,000 were paid for prior to July 31, 1971. However cost overruns on the proj- 
ects accumulated in excess of $326,000 upon completion. 
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approximately the same number of units on a suitable site in Worcester, 
Massachusetts. 
JuLty 31, 1971 AvpIT 
Listed below is a schedule of projects for which the Commission 
believes Stirling Homex improperly recorded sales during the fiscal 
year ended July 31, 1971: 


Module Sales Percent Total 
Sales 


Rochester 
WEMEINO POC soca So Soc. con tk eck ino ee akueneracgsees Couatsicaaeedns 678, 400 
Mississippi GGC 8, 520, 400 
MR RS ie oo hs os ele eadumesiame neds 1, 360, 000 
SG Woh ooo dada dv doc nhavwsnutuntaasebccalpbieddidactecawnnnae 1, 360, 000 
1, 951, 000 
2, 418, 000 
6, 282, 000 
317, 600 
86, 800 
1, 118, 000 


25, 292, 600 
29, 482, 271 
(a) Virgin Islands Project 

The documentation in PMM’s workpapers for the two projects was 
identical and the contracting entity was the same, Quantum Develop- 
ment Corporation (“Quantum”), a non-profit corporation sponsoring 
the housing development pursuant to the FHA’s Section 236 program. 

The earliest dated contracts were purchase agreements executed 
September 22, 1970. The terms of the purchase agreements called for 
the sale of 200 dwelling units for a total purchase price of $2,720,000 
for each of the locations. Stirling Homex was to pay for the shipment 
of the modules to their respective locations and only to supervise their 
installation. 

PMM’s workpapers also contained a feasibility letter dated Janu- 
ary 8, 1971 addressed to the Virgin Islands Foundation for Housing 
and Economic Development (“VIFHED”) St. Croix, Virgin Islands. 
This letter had an expiration date of 30 days and had not been re- 
newed. PMM’s personnel did not know of any relationship between the 
VIFHED and Quantum, nor did they do any follow-up procedures 
to determine whether the feasibility letter had been renewed. 

A second agreement between Quantum and Stirling Homex, dated 
June 1, 1971, was also in PMM’s work papers. This purchase agree- 
ment called for the purchase by Quantum of 100 dwelling units for 
a price of $1,360,000 for cach of the two sites or a total of $2,720,000 
for 200 dwelling units. According to the terms of this contract, pay- 
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ment was to be in the form of an irrevocable letter of credit to be 
issued by the First Pennsylvania Trust Company of Philadelphia. 
Other conditions set forth in the agreement were: 
(1) Approval of the modules by the FHA; 
(2) Payment was to be made on the issuance of an appropriate 
bill of lading; and 
(3) The modules were to be constructed in accordance with the 
plans and specifications. 

The workpapers of PMM indicate that reliance for the commitment 
to fund the project was placed on the expired feasibility letter and on 
oral representations by the Company that a bank letter of credit had 
been furnished to Stirling Homex. In fact, a letter of credit had not 
been obtained by Stirling Homex at the time of PMM’s audit and 
neither this letter of credit nor other financing was subsequently 
obtained. 

On July 31, 1971, PMM sent a confirmation to Quantum to confirm 
information concerning its contract with Stirling Homex dated 
September 22, 1970 of 400 dwelling units for $1,400,900 with the terms 
of payment 10% of the units upon approval and acceptance of plans 
and specifications by mortgage and the balance upon acceptance of 
modules at the factory. The confirmation was returned marked in- 
correct and there was a letter attached which said there was a new 
contract dated June 1, 1971 for 200 dwelling units at $2,720,000. In 
addition, the letter indicated that 10° of the contract price was to be 
paid upon approval and acceptance of the plans by the mortgagee and 
the balance upon acceptance of the modules at Stirling Homex’s plant. 

Moreover, in a note to its workpapers in the July, 1971 audit, PMM 
indicated the following as to this project: “FHA financing being 
processed by the LHA there so Stirling does not keep up on their 
progress. Stirling and PMM are relying on the bank letter of credit 
for the credibility of financing monies.” 


(b) Clay, New York Project 


This project involved an application with FHA under a Section 236 
program of 150 dwelling units fer a total price of approximately $3.5 
million. The applicant on the preject for which Stirling Homex was 
to be the builder was Clay Development Corp. (“Clay”), a wholly- 
owned Stirling Homex subsidiary. Clay, in turn, had an agreement 
with a non-profit sponsor under which the proiect would be purchased 
by the sponsor upon completion. In the closing days of the 1971 fiscal 
year, Stirling Homex recorded about $2 million of modular sales on 
this project. 

Sales were recognized on the basis of a feasibility letter dated July 
30, 1971 from the FHA. The letter by its terms specified that its issu- 
ance was subject to receipt of an allocation of Federal funds. Further, 
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the letter indicated that prior to the commencement of subsequent 
processing stages, a municipal tax abatement for the project would be 
required. Thus, the letter did not evidence a firm commitment of fi- 
nancing. Had they extended their audit procedures, the auditors could 
have discovered that no commitment of federal funds had been made. .. 

Additionally the purported arrangement between Clay and the non- 
profit sponsor for the resale of the project was a sham.** Therefore the 
purported sale was only to Clay, a wholly-owned subsidiary of 
Stirling Homex. 

(c) Morgantown, West Virginia Project 


This project involved an application with FHA under Section 236 
for 200 units for a total price of approximately $4.3 million. During 
the fourth quarter of the 1971 fiscal year ended July 31, 1971, Stirling 
Homex recorded approximately $2.5 million of modular sales on this 
project, using as a basis for evidence of firm commitment of financing 
on the project a letter dated July 30, 1971 from the FHA to Aquarius 
Development Corp. (“Aquarius”), a wholly-owned subsidiary of 
Stirling Homex. The project was the result of a contract between 
Aquarius and a non-profit entity. 

The letter, while cast in the form of a feasibility letter, was in fact 
merely an offer to Aquarius to submit a revised application for a 
feasibility letter. It was not a firm commitment of financing and the 
Commission believes should not have been relied on as evidence of 
such a commitment. The modules that were supposedly manufactured 
for this project were structurally unsuitable because they were 
over two feet short of the required length. This proposed project was 
later abandoned for this reason and because of inability to obtain 
financing. 

Moreover, as in the case of the Clay project, the purported agree- 
ment to sell the project to a non-profit sponsor was a sham. 


(d) Stanley Simon Project 


In the 1971 fiscal year ended July 31, 1971 modular manufacturing 
sales of nearly $6.3 million were recorded on this project on the basis 
of an agreement dated April 23, 1971 between Stirling Homex and 
Stanley Simon and Associates (“Simon”) acting on its behalf and 
behalf of limited partnerships to be formed in the future. The agree- 
ment provided for the purchase of 1,000 modules at $11,000 per mod- 
ule for a total price of $11,000,000. It called for a $25,000 down pay- 
ment on each site with the projects to be financed conventionally 
rather than through government programs. Each site for the modules 
was to be approved by both parties. For the most part, there was no 


% The non-profit sponsor for the project in fact had withdrawn at the time of the July 
1971 audit. PMM was not aware of this fact. 
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commitment of financing on the project and there was no assurance 
that Simon would be able to arrange such financing.® In early July, 
1971 Stanley Simon and Stirling Homex began drafting a contract 
to cover the 1,000 module units pursuant to the terms set forth in the 
April 23rd letter of understanding but this contract was never 
finalized. 

During the July 31, 1971 audit, PMM’s personnel realized that a firm 
commitment of financing was unavailable inasmuch as they specifi- 
cally noted in their workpapers that financing for this project was 
“pending”. The review notes compiled by the PMM audit manager 
indicate that as late as September 23, 1971, subsequent to the date 
of PMM’s report, PMM should “obtain proof of 100% permanent 
financing.” 

A PMM partner was aware that financing was not committed for 
the sales recorded on the Simon project by the close of the 1971 fiscal 
year and not obtained during the audit period. He was not concerned 
with the absence of any firm commitment because he relied on the 
reputation of Simon personally and the fact that Simon was known 
to be a man of considerable wealth. The partner felt that this was 
sufficient reason to permit income recognition on the project. 


(e) Stirling Homex Accounts Receivable as of July 31, 1971 


Receivables associated with revenues recorded in fiscal 1970 on 
many of the projects discussed above were still carried as receivables 
at the end of fiscal 1971.°° There is evidence in the PMM workpapers 
that there were substantial problems with respect to many of these 
projects. The Commission believes that PMM failed to take adequate 
audit steps to assess the significance of these problems, relying on 
optimistic representations of Stirling Homex management which 
were received in response to the auditors’ inquiries. 

Listed below are several examples: 

(1) Pittsburgh Project Receivable of $444,000. PMM was informed 
by Stirling Homex that HUD had expressed reservations about the 
project site and Stirling Homex had indicated it could substitute 
another site if necessary. There is no indication that PMM examined 


8 The only evidence that was submitted to PMM that any permanent financing had been 
obtained, was a commitment dated July 19, 1971 by the Dime Savings Bank of Williams- 
burg (“DSBM’’) to make a first mortgage loan in the amount of $825,000 for a 112 unit 
development to be constructed in Utica, New York. The commitment by the DSBW was 
short in the amount of $283,000 required to make up the full sale price ($1,232,000). As 
for the remaining module sales reported as attributable to the Simon contract, no re- 
venues should have been recognized because of the lack of evidence of permanent financing. 

Approximately $36,400,000 of accounts receivable out of $37,850,000 total accounts 
receivable were improperly included as assets. 
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any correspondence or other documentary support for this statement 
by management. 

(2) Washington Project Receivable of $678 400. PMM was in- 
formed during the 1971 fiscal year audit of the substantial delays be- 
ing experienced with respect to this project because of the necessity 
of obtaining numerous approvals. 

(3) Grandview, Erie Project Receivable of $1,269,600. During the 
1971 fiscal year this project was substituted for the 37th and Tuttle 
Street Project in Erie, Pennsylvania, on which sales were recorded 
during Stirling Homex’s 1970 fiscal year pursuant to an agreement 
with the LHA. As noted in their workpapers, the auditors was aware 
of the “political and community entanglements” being experienced 
by Stirling Homex. 

(4) Bridgeport Project Receivable of $329,500. PMM knew that 
this receivable was troublesome because no new replacement site had 
been located for the previously abandoned site and any replacement 
site was subject to HUD’s approval. 

(5) Mississippi GGC Receivable of $8,520,400. PMM learned dur- 
ing the 1971 fiscal year audit that Stirling Homex was making appli- 
cation and seeking approval for several sites through the Farmers 
Home. PMM learned that a $750,000 “prototype” project proposal 
for 50 out of the 800 units had not received final approval by the time 
the audit was being performed.*’ Moreover, the modules had not been 
shipped to Mississippi. 

(6) Hillwood Project Recewable of $7,240,000. This project, which 
had been carried as a receivable by Stirling Homex since October of 
1969, had almost no site work accomplished and was encountering 
zoning problems. Stirling Homex had reduced the number of modules 
for this project. Despite the size and age of this proposed project 
PMM took no extended audit steps with respect thereto. 

(7) Highland Project Receivable of $3,352,000. At the close of the 
1971 fiscal year of Stirling Homex, there had been no progress on this 
project even though it was a large receivable and had been recorded 
in the 1970 fiscal year of Stirling Homex. The project site had been 
switched from the Highland Street, Akron location to a completely 
different site in East Barberton, Ohio. The sales that had supposedly 
represented the Highland project were not reversed on this project 
but merely switched to the Barberton Project. However, in October 
of 1971, Stirling Homex entered into an entirely new contract of sale 
which was approved by HUD and the project was ultimately com- 


pleted and paid for. 


In fact, by the time of the PMM audit, the project had been rejected by the Farm- 
ers Home. This was not known to PMM. 


246-829 0 - 79 - 56 
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Cost OVERRUNS ON STIRLING HOMEx PROJECTS 


By the close of its 1971 fiscal year, Stirling Homex had incurred 
over $1 million of cost overruns on various projects, which were car- 
ried on its books as receivables. Further, Stirling Homex carried an 
additional $1,000,000 of cost overuns as Contracts in Progress.** These 
cost overruns represented additional costs incurred by Stirling Homex 
in excess of that portion of the contract price allocated to installation 
sales, which additional costs had not been and were not reimbursable 
under the terms of the applicable contracts. The existence of these cost 
overruns was not properly accounted for in Stirling Homex’s financial 
statements nor disclosed in the accompanying footnotes. 

Despite the unusual nature and size of these cost overruns PMM 
did not undertake adequate audit steps in that it failed to obtain re- 
liable support for their collectibility. 


SUBSEQUENT DISCOVERY OF IMPROPER BUSINESS ACTIViTIES 


After being shown Stirling Homex’s Form 10-Q for the period 
ended October 30, 1971, PMM personnel learned that the $2,720,000 
in modular sales for the Thomasville and St. Croix projects had been 
reversed, that the modules had been reassigned to another project and 
that these facts were not publicly known. The Company advised PMM 
that this was an unusual nonrecurring transaction occasioned by events 
which took place after July 31, 1971. 


Even though PMM personnel knew of these reversals and their pos- 
sible effect on the audited financial statement for the July 31, 1971 
period, they failed to follow auditing procedures that should be com- 
plied within such circumstances to determine whether these reversals 
required modification or withdrawal of PMM’s report on the July 31. 
1971 financial statements.®° 

During March of 1972, PMM objected to the Company’s recogni- 
tion of a very large amount of income on two newly begun projects 


88 Stirling Homex improperly classified as an asset certain costs and expenses amount- 
ing to approximately $832,000 for the seven months ended February 28, 1971 and $1 mil- 
lion for the fiscal year ended July 31, 1971 which related to the construction of a proposed 
Mississippi plant to be financed by a $5 million industrial bond offering. This classifica- 
tion permitted these amounts to be capitalized rather than expensed during the period 
in which they were incurred, and resulted in an overstatement of net income for said pe- 
riods. PMM’s acceptance of this classification was inappropriate in that reimbursement 
was unlikely under the terms of the trust indenture, a substantial portion of the expenses 
were general and administrative expenses, and the reimbursement of the $1 million in 
intangible expenses from the offering proceeds was highly unlikely since they represented 
20% of the total proceeds. Stirring Homex incurred these cost overruns because of delays 
caused by Stirling Homex’s premature manufacture of modules, which were in large part 
motivated by the Company’s income recognition policies. These delays caused increased 
expense such as storage costs, module refurbishment, and dissatisfaction with the Stir- 
ling Homex product by some customers. 

® See Statement on Auditing Standards 1 at Sections 561.01 ff. (“‘Subsequent Discovery 
of Facts Existing at the Date of the Auditor’s Report’). 
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involving private financing. As a consequence, income from these proj- 
ects was not reflected in Stirling Homex’s financial statements for the 
period and the Company reported a substantial loss from operations 
for the quarter.°*° 

In May of 1972, PMM auditors were told by management that Stir- 
ling Homex’s financial condition was deteriorating rapidly and that 
it would report a $20 million loss for the nine months ended April 30, 
1972, including substantial charges against income for the period re- 
sulting from a reduction in the sales price of modules on certain proj- 
ects upon which revenue had been recognized in prior fiscal periods, a 
provision for the repair and refurbishing of 10,000 uninstalled modules 
in storage areas of the company, a provision for estimated additional 
costs of construction on the Stanley Simon project, a provision for 
doubtful accounts with respect to the cost overruns which were in- 
cluded in accounts receivable and a provision for various overrun costs 
incurred in connection with the construction of several projects. 

The auditors were completely “dumbstruck” by this recital by Stir- 
ling Homex management. They failed to undertake any review or in- 
vestigation to ascertain whether the newly discovered facts existed at 
the date of their report on Stirling Homex’s financial statements. Due 
to the nature of these extraordinary charges, it should have been clear 
to them that the previous financial statements of Stirling Homex were 
seriously deficient. 


STATEMENTS TO THE COMMISSION STAFF 


On July 7, 1971 a meeting was held at the Commission in connec- 
tion with the then pending registration statement of Stirling Homex 
to discuss the Division of Corporation Finance’s letter of comments. 
Present at this meeting were representatives of Stirling Homex, its 
outside counsel, underwriters and partners of PMM. 

The meeting began with a general discussion concerning the staff’s 
letter of comments.** Then a more particularized discussion took place 
concerning Stirling Homex’s income recognition policies, with the 
client partner of PMM asking whether the staff of the Commission 
desired Stirling Homex to recognize on the completed contract 
method. He questioned this method and stated that under the circum- 


*® This announcement started the chain of events which led to the ultimate bankruptcy 
of the Company in July 1972. 

*\ One of the matters under discussion was a certain land sale. PMM originally ad- 
vised Stirling Homex that the transaction as originally structured would not, in its opin- 
ion, qualify for income recognition but indicated that if the transaction were restructured 
to bring it within the real estate guidelines then being applied generally by PMM, in- 
come would properly be recorded. The transaction was then restructured along the lines 
advised by PMM, and PMM gave its opinion to Stirling Homex management that income 
could be recognized. During the meeting the Commission’s Division of Corporation Fi- 
nance indicated its disagreement with PMM’s view and the sale was reversed. 
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stances this method would not be in accord with generally accepted 
accounting principles. 

The PMM partner stated that the real question was not a matter 
of mechanical application of accounting theory but rather at what 
point in time sales should be recognized and what event should have 
transpired prior to recognition. He ther outlined four events that had 
occurred prior to recognition of income by Stirling Homex, which in 
effect, would remove any credit risk. The most important of these 
events that he outlined was that there was a commitment of per- 
manent financing to purchase the project. 

A number of statements by the partner were largely inaccurate. 
Very few of Stirling Homex’s projects were covered by permanent 
financing. Had he made appropriate verification during the earlier 
audit period or prior to the Commission meeting, he ‘vould have known 
that these statements were not true. 

The oral statements of the partner were subsequently confirmed in 
the supplemental submission submitted by Stirling Homex in July 
1971. The purpose of this submission was to outline Stirling Homex 
income recognition policies for the staff of the Commission in an 
attempt to dissuade the staff from insisting on the completed contract 
method of income recognition.°*” 

It contained numerous false statements, including misrepresenta- 
tions concerning the turnkey and other government programs as util- 


ized by Stirling Homex and the fact that Stirling Homex had fulfilled 
certain conditions precedent before including its projects in sales. 


CoNCLUSIONS 


As illustrated above, the Commission believes that PMM failed in 
a number of material respects to conduct the February 28, 1971 and 
July 31, 1971 audit engagements in accordance with generally accepted 
auditing standards. 

Valuable lessons can be derived from PMM’s conduct, which, if fo- 
cused upon, will hopefully prevent similar occurrences in the future. 
The facts of this case suggest that for a new and unknown client, some 
independent investigation should be made of the company, its cus- 
tomers and methods of doing business. When a client extensively 
utilizes government programs and contracts, it is expected that the 
auditors will have a thorough and complete familiarity with the 
programs. 

In addition, care should be given to the organization of the “audit 
team” so that responsibilities are clearly defined. With respect to the 
Stirling Homex audit, the presence of two partners operating out of 


#2 These elements are substantially the same elements discussed in con2ection with Stirl- 
ing Homex’s accounting methods. See discussion above. 
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different offices supervising the same audit work gave rise to a situ- 
ation where important decisions were deferred and the division of 
responsibility was not clear. As a result, it was difficult to coordinate 
effective control over the audit and the decision making process with 
respect thereto. This situation permitted vacillation on major deci- 
sions which ultimately were never satisfactorily resolved by either 
partner. 

During the audit of Stirling Homex, the SEC review by PMM’s 
SEC reviewing partner was superficial although the audit was one 
where it had been determined that an “in depth” review was required. 

A successor auditing firm should review the working papers of the 
predecessor auditors. Such review should cover critical audit areas and 
unusual accounting matters. It should also cover disagreements be- 
tween the predecessor auditors and management, whether or not they 
are satisfactorily resolved, which relate to accounting principles, audit- 
ing procedures, and the predecessor’s understanding regarding the 
reasons for the change of auditors. Further, successor auditors should 
always be alert to factors bearing on the integrity of management. 

A major deficiency of the Stirling Homex audit was PMM’s reliance 
on the unsupported, undocumented representations of management. An 
auditor should not rely solely on the representations of management, 
but satisfy themselves as to such matters by other means consistent 
with the circumstances of the particular transaction, such as inde- 
pendent documentary verification. 

Auditors should be wary when sales and income are sought to be 
recognized on the basis of assumptions and projections as to future 
events necessary for the ultimate realization of such income. In this 
case, sales and income were recognized on government financial hous- 
ing projects at an early stage in the processing of the projects and at a 
point where the essential commitment of government financing was not 
in existence and where the projects were still subject to a variety of 
conditions such as the politically explosive issue of site selection of 
low income housing. The auditors, in part because of their unfamiliar- 
ity with government housing programs, accepted optimistic and in 
some cases deceitful representations of the company and others regard- 
ing the programs and projects in question. The Commission believes 
that in cases such as these where income recognition occurs well before 
the point at which the customer is normally billed, auditors should 
exercise a high degree of caution and skepticism. 

Also we believe that auditors have a duty to disclose subsequently 
acquired information which existed at the date of the auditor’s report 
and establishes that previously reported upon financial statements are 
materially false and misleading. On two occasions during the 1972 
Stirling Homex fiscal year, PMM learned information, which if PMM 
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had investigated as they should have, would have disclosed to PMM 
that earlier prepared financial statements of Stirling Homex were 
materially false. 

Finally, it must be noted that the statements made by the PMM 
partner to the Commission staff in connection with discussions of the 
Stirling Homex registration statement constitute unacceptable profes- 
sional behavior in practice before the Commission. Independent pro- 
fessional accountants should not act as advocates on behalf of their 
clients before the Commission, especially when the accountant is mak- 
ing factual statements about a particular client’s business which have 
not been verified. As the Commission recently stated : 

“The Commission and its staff do not and carnvt investigate representa- 
tions made to it, but must be able to rely on their completeness if this proc- 
ess is to work. The objectives of the securities laws can only be achieved 
when those professionals who practice before the Commission, both lawyers 
and accountants, act in a manner consistent with their responsibilities. 
Professionals involved in the disclosure process are in a very rea] sense 
the representatives of the investing public served by the Commission, and, 
as a result their dealings with the Commission and its staff must be per- 
meated with candor and full disclosure. It cannot resemble an adversary 
relationship more appropriate to litigants in court, because the Commission 
is not an adverse party in this context. All who are familiar with the Com- 
mission’s policies know that too much importance is attached to the word 
of the professional, to permit his or her word to become the subject of ques- 
tion. A professional’s word is often the functional equivalent of his or her 
reputation. Conferences with the staff of the Commission serve a vital role 
in the administration of the securities laws, and such conferences are pred- 
icated, for the most part, upon full disclosure by the professionals involved. 
It must be understood by all who practice before the Commission, lawyers 
and accountants alike, that the Commission and its staff cannot tolerate less 
than full disclosure.” * 


* 


CoNCLUSION 


As contemplated by PMM’s offer of settlement, PMM has agreed to 
an investigation into the manner in which it conducts its audit prac- 
tice with respect to clients whose financial statements, reported upon 
by PMM are filed with the Commission. That comprehensive examina- 
tion is to be carried out by a committee whose compensation and ex- 
penses will be borne by PMM. Members of the committee will be 
agreed upon by PMM and the staff of the Commission. The nature 
and scope of the examination is outlined in a memorandum addressed 
to the committee which has been agreed upon by the Commission and 
PMM and which is annexed to the offer of settlement. It is contem- 
plated that the examination can be completed and the report of the 


3 See In the Matter of Arthur Andersen & Co., 45 S.B.C., 60:., 609 (1974). 
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committee submitted to the Commission within approximately six 
months. PMM also has agreed to the entry of an order by the Com- 
mission requiring it to adopt and implement any reasonable recom- 
mendations the committee may make with respect to PMM’s SEC 
audit practice and procedures. The offer of settlement also contem- 
plates that two annual reviews of PMM’s audit practice, will be con- 
ducted in 1976 and 1977 at firm expense, and the results of these re- 
views will be reported to the Commission and PMM.”* 

PMM has agreed to the entry of an order by the Commission pro- 
hibiting it from accepting audit engagements for new SEC clients 
for the six-month period beginning on May 1, 1975 and terminating on 
October 31, 1975. During that period, with certain exceptions, PMM 
will not accept or negotiate for the acceptance of new SEC clients.” 
This six-month restriction does not affect in any way PMM’s ability 
to service its existing clients nor does it affect other aspects of PMM’s 
practice such as tax and management consulting. 

PMM has also agreed to the entry of final judgments of permanent 
injunction in each of the four injunctive actions the Commission has 
instituted against the firm. These injunctions, among other things, 
prohibit the firm from engaging in specified violations of the federal 
securities laws with respect to the financial statements of the compa- 
nies that gave rise to these proceedings. One of the injunctions formal- 
izes certain PMM procedures and requires that they be followed with 
respect to accepting new audit clients generally and special procedures 
when a new engagement follows a resignation by a predecessor auditor 
which has resulted in the filing of a Form 8-K with the Commission 
reflecting identified professional disagreements between the predeces- 
sor auditor and the client. 


%In the event that PMM demonstrates to the satisfaction of the Commission that a 
recommendation of the committee is not reasonable or need not be implemented either in 
the form recommended or with reasonable modifications, then it has been agreed that 
such recommendation need not be adopted. 

% Since it is contemplated by all concerned that this examination and two subsequent 
reviews are designed to serve the purposes embodied within Rule 407 of the Federal Rules 
of Evidence, the parties have agreed to an order which the court has entered requiring 
that the details of the examination and reviews, the working papers and other documenta- 
tion other than the reports of the committee and the reviewers and the deliberations of 
the committee and reviewers are to be held confidential. 

% For the six-month period from May 1, 1975 through October 31, 1975, PMM has not 
accepted and will not accept audit engagements from new audit clients which contem- 
plate the issuance by PMM of an auditor’s opinion, in respect of financial statements 
which it is expected by PMM will be filed with the Commission within the next succeed- 
ing twelve-month period. Such limitation shall not include an audit client (1) in which 
a significant equity or debt interest is held or acquired by a present client of PMM, (ii) 
for which PMM has provided professional services since January 1, 1974 and prior to 
May 1, 1975; (iii) which is controlled by a foreign entity provided the financial state- 
ments of the client are not separately filed with the Commission, (iv) which is a client 
or a subsidiary or division of a client of a foreign affiliated firm of PMM, (v) which since 
July 1, 1974 and prior to May 1, 1975 has communicated with PMM concerning the pos- 
sible engagement of PMM as its auditor (the Commission having been advised of the 
number of such instances), or (vi) if its acceptance by PMM as an audit client is ap- 
proved in the particular circumstances by the Chief Accountant of the Commission. 
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Further, PMM has agreed to revise and implement certain proce- 
dures with respect to (i) its existing preissuance review of reports by a 
second partner not otherwise associated with the engagement in that 
the second partner will evaluate the appropriateness of financial state- 
ment disclosures and the accountants’ report relating to material dis- 
cussed in the engagement partner’s memorandum; that memorandum, 
which will be prepared following a review of the working papers, and 
will identify and discuss the critical audit arcas and unusual account- 
ing matters encountered during the course of the audit; (ii) with re- 
spect to its existing review by a second partner of specified types of en- 
gagements which will include an in depth review of the appropriate- 
ness of judgments and the working papers in the eritical audit areas 
and unusual accounting matters, and (iii) ascertaining that engage- 
ment partners or, if necessary, others associated with them are ade- 
quately informed with respect to any unusual or abnormal practices 
peculiar to the industry and circumstances involved in the engagement. 
PMM has also agreed to conduct a study of the use of the percentage of 
completion method of accounting and to establish guidelines in this 
area for its audit practice, which guidelines are to be applied in the 
conduct of its audits for fiscal years beginning on or after December 
27, 1975. The procedures and the study and the implementation there- 
of, including the guidelines, are the subject of this order as set 
forth below. 

In determining to accept PMM’s settlement oifer, we have taken into 
account the fact that these controversies reiate to audit engagements 
for five clients out of a large number of audit engagements conducted 
by PMM over the years in question going back to 1968, and that, based 
upon information submitted by PMM and otherwise known to us, their 
overall audit practice appears to be conducted in a competent and 
professional manner. Moreover, we believe that the provisions of the 
settlement offer will provide PMM and the Commission with inde- 
pendent assurance of the quality of PMM’s audit practice before the 
Commission. While the Commission continues to retain jurisdiction 


over this proceeding, this settlement resolves these existing disputes 
between PMM and the Commission. 


For the foregoing reasons, it is hereby ORDERED, 

1. This proceeding under Rule 2(e) of the Commission’s Rules of 
Practice is instituted. PMM’s offer of settlement, dated June 5, 1975, 
is hereby accepted. 

2. An investigation will be made of the manner in which the audit 
practice of PMM is conducted with respect to audit clients whose 
financial statements reported upon by PMM are filed with the 
Commission. 

a. That examination will be carried out by a committee (the “Com- 
mittee”) whose compensation and expenses will be borne by PMM. 
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The members of the Committee will be chosen by PMM from a list 
of persons acceptable to the staff of the Commission. 

b. The joint understanding of the Commission and of PMM concern- 
ing the examination is outlined in a memorandum addressed to the 
Committee. The memorandum is Annex B to PMM’s offer of 
settlement. 

ce. It is contemplated by the Commission and by PMM that the ex- 
amination can be completed and the report of the Committee sub- 
mitted within six months. 

d. PMM will promptly take all steps reasonably necessary and ap- 
propriate to adopt and implement any reasonable recommendations 
the Committee may make with respect to the manner in which such 
audit practice is conducted, provided, however, that, if PMM demon- 
strates to the satisfaction of the Commission that a recommendation 
of the Committee is not reasonable or need not be implemented either 
in the form recommended or with reasonable modifications, such 
recommendation need not be adopted. 

e. The contents of the investigation, the working papers and other 
documentation (except the Committee’s report) and the deliberations 
of the Committee will be held confidential except from PMM and the 
Commission. 

3. PMM will promptly take all steps reasonably necessary and ap- 
propriate to adopt and implement the procedures contained in Annex 
C to PMM’s offer of settlement. PMM will notify the Chief Account- 
ant of the Commission prior to any amendment of such procedures 
within the next five yeazs. 

4. PMM will conduct a study of the use of the percentage of com- 
pletion method of accounting and establish guidelines in this area for 
its audit practice, which will be applied in the conduct of its audit for 
fiscal years beginning on or after December 27, 1975. 

5. For the six-months period from May 1, 1975 through October 31, 
1975, PMM has not accepted and will not accept audit engagements 
from new audit clients which contemplate the issuance by PMM of an 
auditor’s opinion, in respect of financial stat¢ments which it is ex- 
pected by PMM will be filed with the Commission within the next 
succeeding twelve-month period. Such limitation shall not include an 
audit client (i) in which a significant equity or debt interest is held or 
acquired by a present client of PMM, (ii) for which PMM has pro- 
vided professional services since January 1, 1974 and prior to May 1, 
1975, (iii) which is controlled by a foreign entity provided the finan- 
cial statements of the client are not separately filed with the Commis- 
sion, (iv) which is a client or a subsidiary or a division of a client of a 
foreign affiliated firm of PMM, (v) which since July 1, 1974 and prior 
to May 1, 1975 has communicated with PMM concerning the possible 
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engagement of PMM as its auditor (the Commission having been ad- 
vised of the number of such instances), or (vi) if its acceptance by 
PMM as an audit client is approved in the particular circumstances 
by the Chief Accountant of the Commission. 

6. A review will be conducted in 1976 and in 1977 at PMM’s ex- 
pense of the matters considered under the AICPA program for the 
review of quality control procedures of multi-office firms and to de- 
termine whether PMM has taken all steps reasonably necessary and 
approprite to adopt and implement the procedures described in Annex 
C to PMM’s offer of settlement and any recommendation of the Com- 
mittee (subject to the proviso stated in paragraph 2.d.). 

a. Each review will be conducted by a panel operating under the 
AICPA program, or (if such a panel is not prepared to act) by the 
Committee or not less than three accountant members thereof, or (if 
the Committee or three of its members are not prepared to act) by a 
group of not less than three certified public accountants chosen by 
PMM from a list acceptable to the staff of the Commission. 

b. The results of each review will be reported to the Commission 
and to PMM. 

ce. The contents of each review, the working papers, other documen- 
tation (except the report of its results), and deliberations of the re- 
viewers will be held confidential except from PMM and the 
Commission. 

7. The Commission retains jurisdiction of this proceeding. 

By the Commission: 





IN THE MATTER OF 
MERRILL LYNCH, PIERCE, FENNER & SMITH 
INCORPORATED 
File No. 38-4699. Promulgated July 2, 1975 
Securities Exchange Act of 1934 


ORDER INSTITUTING PROCEEDINGS 


The Commission deems it appropriate that proceedings be insti- 
tuted against Merrill Lynch, Pierce, Fenner & Smith Incorporated 
(“Merrill Lynch”) pursuant to Section 15(b) of the Securities Ex- 
change Act of 1934 (“Exchange Act”). 

Merrill Lynch, simultaneously with the institution of these pro- 
ceedings, has submitted an offer of settlement for the purpose of 
disposing of the issues raised in these proceedings. Under the terms 
of its offer of settlement and solely for the purpose of these pro- 
ceedings Merrill Lynch waives the institution of formal allegations, 
and without admitting or denying the findings set forth herein, con- 
sents to the findings and issuance of this order. 

The Commission has determined it is appropriate and in the public 
interest to accept the offer of settlement of Merrill Lynch and, ac- 
cordingly, is issuing this order. 


FINDINGS, OPINION AND ORDER 


FINDINGS 


Information has come to the attention of the Commission concern- 
ing transactions executed by a registered representative of Merrill 
Lynch in a customer’s account in short, intermediate and long term 
government securities, including Government Nationa] Mortgage 
Association (“GNMA”) when issued commitments. The customer is 
a non-profit institution which had funds on hand on a short term 
basis and was interested in investing the funds in low risk invest- 
ments with acceptable rates of return. The transactions executed by 
the registered representative raised questions concerning the suit- 
ability of the transactions, the frequency of the transactions and 
whether they were properly reflected on Merrill Lynch’s books and 
records. 
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As part of this activity, the registered representative effected a 
series of transactions on behalf of the customer for the purchase and 
sale of GNMA when issued commitments beginning with a $1.5 
million purchase on October 10, 1973 which was converted into a $3 
million commitment in December, 1973, and rolled over in February, 
1974 and March, 1974 by selling $3 million in GNMA when issued 
commitments and making commitments to purchase $3 million of 
other GNMA’s when issued. These transactions were unsuitable for 
the account of the customer in that the customer did not have the 
financial capacity to purchase the GNMA’s when in fact issued and 
therefore would have to sell them when issued commitments prior to or 
at settlement date, and was speculating contrary to its investment 
objectives that there would be a drop in interest rates before the 
settlement date of the GNMAs. As a result of these transactions the 
customer incurred a substantial loss. In some instances because of 
certain problems including computer programming problems the 
transactions were not properly recorded on the books and records 
of Merrill Lynch. Merrill Lynch failed adequately to supervise the 
activities of its registered representative in charge of the account 
with a view toward preventing such conduct. 

In its offer of settlement, Merrill Lynch has represented that it has 
undertaken certain remedial steps to prevent matters of this kind from 
recurring. In this regard, it has undertaken a program to revise its 
procedures relating to the sale of government securities, particularly 
GNMA when issued commitments, including a requirement that its 
office managers give written approval prior to execution of GNMA 
when issued commitments in excess of a specified amount and the in- 
stitution of procedures for the early detection of excessive trading 
activity by account executives. Furthermore, Merrill Lynch has vol- 
untarily reached settlement with the customer involved. 

Another instance has come to the attention of the Commission in- 
volving certain selling practices of Merrill Lynch in connection with 
securities which were being offered by a company under the sponsor- 
ship of an affiliate of Merrill Lynch. These selling practices which oc- 
curred at some branch offices included the assignment of local sales 
quotas, mandatory evening and weekend solicitation sessions and extra 
inducements to salesmen. As a result of these practices, customers 
were encouraged in some instances to liquidate securities some of which 
were of equally high quality and which at the time of sale were the 
subject of buy or hold recommendations by Merrill Lynch’s research 
department. 


II 


In connection with its offer of settlement, Merrill Lynch has under- 
taken to review its policies and procedures with respect to these sell- 
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ing practices with a view to determining what revisions, modifications 
or other changes, if any, are required, and will take such steps as may 
be necessary to implement any such required revisions, modifications or 


changes. 
yy 


In view of the foregoing, we deem it appropriate and in the public 
interest that proceedings be instituted, and accordingly, IT IS OR- 
DERED that such proceedings be, and they hereby are, instituted. 

After consideration of the offer of settlement of Merrill Lynch 
wherein it has undertaken to adopt certain supplemental policies 
and procedures to prevent the recurrence of the conduct described 
above, the fact that Merrill Lynch has reached settlement with the 
customer involved in the government securities matter described above, 
and taking into consideration Merrill Lynch’s consent to the entry of 
a Judgment of Permanent Injunction pursuant to which it is required 
to adopt certain policies and procedures,! the Commission accepts 
Merrill Lynch’s offer of settlement and finds that no other formal 
sanction is necessary or appropriate in the public interest. 

By the Commission. 


+See the complaint entitled Securities and Exchange Commission v. Stirling Homer 
Corporaticn, et al. filed today in the U.S. District Court for the District of Columbia. 


IN THE MATTER OF 
PUBLIC SERVICE COMPANY OF OKLAHOMA 


File No. 70-5601. Promulgated July 17, 1975 


Public Utility Holding Company Act of 1935 
MEMORANDUM OPINION AND ORDER 


Public Service Company of Oklahoma (“PSO”), a wholly owned 
subsidiary of Central and South West Corporation (“CSW”), a reg- 
istered holding company, has filed an application and amendments 
thereto with this Commission, pursuant to Sections 9(a) and 10 of the 
Public Utility Holding Company Act of 1935 (“Act”). PSO is a pub- 
lic utility company engaged in the generation, transmission and dis- 
tribution of electricity in eastern and southwestern Oklahoma. All of 
PSO’s present baseload generating facilities use natural gas as a pri- 
mary fuel and are equipped to substitute oil for short periods when 
natural gas is unavailable. 

The transactions, which are the subject of the pending application, 
are intended to secure fuel supplies that PSO requires for its gas and 
oil fired generating units which are now in service or are expected to 
be completed in 1976. PSO states that gas requirements for these 
units in 1977, for which no firm contracts have been obtained, will 
equal 42 trillion BTU, or about 42 million mcf. These amount to about 
28% of PSO’s expected fuel consumption in 1977. Increasing diffi- 
culties in securing firm gas supplies have lead PSO to turn to coal and 
nuclear generating units for baseload facilities scheduled for service 
after 1976. 

To obtain additional fuel supplies PSO and Varibus Corporation 
(“Varibus”), a subsidiary of Gulf States Utilities Company, have 
undertaken an oil and gas exploration program. They entered into an 
agreement, effective September 1, 1971, with certain persons (collec- 
tively referred to as “Davis-McCoy”), who undertook to secure or 
develop geological and geophysical data, on the basis of which they 
would acquire oil and gas rights in the form of leaseholds or other 
proprietary interests. They also agreed to conduct an exploration pro- 
gram and to manage the development of the properties to be acquired. 
PSO and Varibus, each a 50% owner, agreed to provide up to $5 mil- 
lion each to cover the cost of the first phase of the program, including 
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10% in fees to Davis-McCoy. The parties agreed to include under the 
program any interest acquired by any of them in the area to be ex- 
plored and to use their best efforts to acquire, for the account of the 
program, interests held by third parties in prospects selected for ex- 
ploratory drilling. 

Davis-McCoy were not required to invest any funds of their own for 
acquisitions or exploration. In addition to the 10% fee, they were to 
receive a 25% carried interest in all acquired Jeases and properties. 
This “carried interest” is a reversionary interest, and before Davis- 
McCoy participate, PSO and Varibus would be reimbursed from 
production for all costs associated with a series of drilling prospects 
in the acquired acreage. Each such drilling prospect is confined to a 
specified area of the total acreage, and losses or failures on one pros- 
pect are not carried over to another prospect for any of the parties. 

Davis-McCoy acquired, as owners of record, about 422,000 net acres 
of oil and gas leaseholds located primarily in Alamaba and Mississippi 
As a 50% participant, PSO thus acquired a beneficial interest in about 
211,000 net acres. About $9.8 million was spent through December 31, 
1974, for the acquisition and other costs. 

Three wells have been completed in the Chunchula area in Alabama 
on the eastern fringe of the properties acquired by Davis-McCoy. This 
area is under development by Union Oil Company, and the present dis- 
counted value of PSO’s fractional interest therein is estimated at about 
$2.3 million. The rest of the net acreage in Alabama and Mississippi. 
requires exploratory drilling and development. 

To meet the additional financing needed for drilling and explora- 
tion, a new agreement was negotiated on December 19, 1974, with Saga 
Petroleum U.S., Inc. (“Saga”), and Fred Olsen, Inc. (“Olsen”). Saga 
is a United States subsidiary of a Norwegian limited partnership, 
Saga Petroleum A. S. & Co., engaged in oil exploration in several 
countries Olsen is also a Norwegian based organization engaged in 
various investment activities, including investments in oil and gas 
acreage. 

Under this agreement (“Saga-Olsen”), Saga, which would act as 
project operator, would provide $18 million (80%) out of $22.5 million 
to be expended for exploration, well drilling and additional lease acqui- 
sitions in approximately 42 months from the effective date of the agree- 
ment. Olsen was to supply the other $4.5 million (20%). For these 
expital investments, Saga and Olsen would receive a 50% ownership 
in 416,000 net acres in the Mississippi-Alabama area acquired under the 
Davis-McCoy Agreement, allocated 80% to Saga and 20% to Olsen, 
or 40% and 10%, respectively, in the total of 416,000 net acres. The 
remaining 6,000 acres are retained by PSO and Varibus for separate 
development. 
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The agreement was amended in April after Olsen withdrew its 
participation. Under the amended agreement (“Saga Agreement”) 
PSO and Varibus each will supply $2,250,000 of the costs, and as suc- 
cessors to Olsen they will be entitled in equal shares to the 20% interest 
previously allocated to Olsen, or 10% to each, The two agreements are 
the same in all other essential respects. 

The acreage within the Saga Agreement is dispersed over an area 
of about 4,000 square miles, divided into 57 geological prospects. The 
acreage excluded from the Saga Agreement. consists of the already 
proven Chunchula interest, some 1,500 acres in Oklahoma, also under 
development, and some small parcels on the Florida border. PSO ex- 
pects to recover a substantial portion of its $5 million investment in 
the original Davis-McCoy venture from these discoveries, regardless 
of the outcome of the Saga-Olsen venture. 

Under the Saga Agreement, Saga will bear its proportionate share 
of all royalties and other burdens on production in favor of parties 
not signatories to the Saga Agreement. If these prior interests total 
less than 25% of Saga’s an overriding royalty for the difference is 
created for PSO and Varibus in equal shares. 

The Saga Agreement also deals with “bottom hole, dry hole and 
similar cash contributions.” Such payments may be received from ad- 
jacent landowners to defray part of the costs of drilling an exploratory 
well. One-half of the contributions with respect to a dry hole will be 
paid to PSO and varibus, as 50% owners under the Saga Agreement. 
On a successful well, they receive 1214% of the contributions, and the 
other 8714% is to be credited against the exploration costs. Since, as 
noted below, Saga is entitled to recover its exploration costs from pro- 
duction, any such credit will benefit PSO and Varibus, as 50% owners, 
by an additional 4334 % of these contributions. 

The Saga Agreement adjusts the carried interest of Davis-McCoy in 
acreage acquired for the program by Davis-McCoy prior to January 
1, 1974. The interests thus acquired extend to about 399,000 of the 
416,000 net acres covered by the Saga Agreement. Davis-McCoy have 
agreed to release their reversionary interest (1214%) in the 50% of 
the acreage to be acquired by Saga and by PSO and Varibus as suc- 
cessors to Olsen. The other 50% retained by PSO and Varibus remain 
subject to the 1214% carried interest of Davis-McCoy. 

The Saga Agreement affirms the rights of Davis-McCoy in the re- 
maining 17,000 net acres and in acreage that may be acquired prior to 
March 1, 1979. No significant acquisitions are contemplated. Any such 
acquisitions will be made to consolidate holdings in prospects to be ex- 
plored. Under a separate agreement with Saga, Davis-McCoy have 
agreed to furnish technical consulting services to Sage, for which 
services PSO will pay certain fees and expenses. 
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The acreage under the Saga Agreement will be developed in a series 
of prospects. Production will be divided for each prospect in propor- 
tion of 80% to Saga and 10% each to PSO and Varibus until they re- 
cover their exploration costs in each prospect. Then production from 
each prospect will be divided among them in proportion 40%, 30%, 
and 80%, respectively, until PSO and Varibus recover their aliquot 
investments in the leases. Thereafter all production will be apportioned 
40% to Saga, 4714% divided equally between PSO and Varibus, and 
121% to Davis-McCoy. With respect to the 17,000 acres acquired after 
January 1, 1974, and new acreage that may be acquired prior to 
March 1, 1979, all of which are subject to the 25% reversionary interest 
of Davis-McCoy, Saga will receive 30%, and 45% will be divided 
equally between PSO and Varibus. All of the foregoing divisions of 
production are subject to adjustment for the royalty interests pre- 
viously noted. 

The Saga Agreement is subject to a condition precedent that PSO 
obtain the requisite approval of this Commission to enter into the Saga 
Agreement and to carry out the contemplated program. PSO’s appli- 
cation with respect to the Saga-Olsen Agreement was filed on Decem- 
ber 31, 1974. Its amended application relating to the Saga Agreement 
was filed on April 18, 1975. A notice of filing was duly issued? which 
gave interested persons an opportunity, not later than May 27, 1975, 
to request a hearing. 

On January 23, 1975, six wholesale customers of PSO (“peti- 
tioners”) had filed a petition to intervene in a prior proceeding (File 
No. 70-5575) concerning a public sale of common stock by CSW. They 
requested consolidation of that proceeding with other matters, includ- 
ing the application of PSO with respect to its proposal under the 
Saga-Olsen Agreement. We authorized the common stock financing by 
CSW and denied consolidation.” 

We there stated that petitioners’ objections to PSO’s oil and gas 
ventures should be resolved in this pending proceeding to the extent 
that they are directed to matters within our jurisdiction, and our 
notice of filing in this proceeding issued on May 2 so stated. A copy of 
the amended application was served on petitioners, and on May 27 
they filed a petition to intervene and a request for a hearing. They re- 
peated verbatim their prior objections, making no attempt to reply to 
the answer that PSO had previously filed to these objections and 
served upon them. 

Section 9(a) (1) declares unlawful, unless approved by this Com- 
mission under Section 10, certain acquisitions by a registered holding 
company or a subsidiary company thereof. The acquisitions thus pro- 


1 Holding Company Act Release No. 18968 (Mav 2, 1975), 6 SEC Docket 865. 
2 Central and South West Corporations, 45 S.B.C. 680 (1975). 
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scribed include “any securities or utility assets or any other interest in 
any business.” The word “security” is defined in Section 2(a) (15) of 
the Act, and Section 9(a) (1) included an acquisition of securities of a 
public utility or a nonutility company. 7 he words “utility assets’ are 
defined in Section 2(a) (18). The third category, which is pertinent 
here. is not defined. It includes “any otl-er interest in any business.” 
For purposes of Section 9(a) (1) it is nut necessary that the acquisi- 
tion extend to an entire enterprise. It covers the acquisition of an 
interest in any such business, other than securities or utility assets. 

The words in Section 9(a) (1) as they relate to an interest in a non- 
utility business are also found in Section 11(b) (1). Generally Section 
11(b) (1) limits the registered holding company to a single integrated 
public utility system as defined in Section 2(a) (29). A nonutility in- 
terest is not part of the integrated system as so defined. Section 11(b) 
(1) treats it as another business, but it permits “the retention of an in- 
terest in any [such] business” if it bears a functional relation to the 
integrated utility system.’ Section 11(b) (1) thus permits retention of 
coal mines or other sources of energy like oil and gas that are destined 
for consumption as fuel by the utility company.‘ It also permits reten- 
tion of a railway or pipeline that is employed in transporting fuel 
for that purpose.® 

The identity in language we have noted is not a coincidence. Sec- 
tions 9 and 10 are preventive in purpose. Their essential function is to 
avoid recreating, by acquisition, what Section 11({b) was designed to 
undo or to eliminate, and this statutory link is explicitly recognized in 
Section 10(c) (1) which prescribes that we noi approve an acquisition 
that “is detrimental to the carrying of the provisions of Section 11.” 
These reticulated provisions should be so applied as to effectuate their 
common purpose. 

Sections 9(a) (1) and 10 must be interpreted in the context of Sec- 
tion 11(b), both in defining what is an acquisition of interest in a non- 
utility business, as distinguished from a simple contractual arrange- 
ment, as well as the functional relation of that interest to utility 
operations. A restricted reading of Section 9(a) (1) in either respect 
would preclude our review of an acquisition under Section 10,’ and 


3 Michigan Consolidated Gas Company v. S.E.C., 444 F. 2d 913, 916-17 (C.A.D.C. 1971) ; 
Arkansas Natural Gas Corporation v. 8.E.C., 154 F. 2d 597, 599 (C.A. 5, 1946), cert. 
denied, 329 U.S. 738 (1946) ; North American Company v. S.E.U., 133 F. 2d 148, 152-53 
(C.A. 2, 1943), aff'd. 327 U.S. 686 (1946) as to constitutionality. 

4The Middle West Corporation, 18 S.E.C. 296, 305-307 (1945) ; Public Service Com- 
pany of Oklahoma, 37 S.E.C. 456 (1956) ; and Central and South West Corporation, Hold- 
ing Company Act Release No. 14555 (December 28, 1961), all dealing with applicant’s 
fuel supply. Cf. The North American Company, 29 S.E.C. 521 (1949) ; Phiiadelphia Com- 
pany, 28 S.E.C. 35, 82-84 (1948), aff'd. 177 F. 2d 720 (C.A.D.C. 1949) ; Peoples Light 
and Power Co., 20 S.E.C. 357, 382-83 (1945). 

5 Panhandle Eastern Pipe Line Company v. S.E.C., 170 F. 2d 453 (C.A. 8, 1948); 
Philadelphia Company, 28 S.E.C. 35, 82 (1948) ; The Nortk American Company, 11 S.E.C. 
194, 226-28 (1942) ; Central and South West Corporation, Kolding Company Act Release 
No. 14555 (December 28, 1961). 
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thereby permit, without a prior order, an acquisition that might not 
be retainable under Section 11(b) (1). The limited and very explicit 
exemptions from Section 9(a), which Section 9(c) allows, underscores 
that Section 9(a) should be read comprehensively. 

We have no general authority over contractual arrangements be- 
tween PSO and nonafliliated companies, and, as an illustration, PSO 
did not require authorization under the Act to enter into its long-term 
contracts with its nonaffiliated suppliers. But the Saga Agreement and 
its predecessors are not mere contractual arrangements. PSO has 
acquired a substantial interest in oil and gas leases which will be ex- 
plored and developed, and has committed funds for their acquisition 
and exploration pursuant to these agreements, Although its purpose is 
to secure additional fuel supplies, PSO as a participant in the venture 
assumed the kind of entrepeneurial risks that others assume when they 
engage in like ventures for profit. In a statutory and economic sense, 
it is a business undertaking, for PSO no less than for Saga and Davis- 
McCoy which intend to sell rather than to consume, as fuel, their share 
of production. 

PSO’s participation in the venture is to meet estimated fuel require- 
ments and as such the acquisition is consistent with Section 11(b) (1). 
Data submitted by PSO show existing and planned generating units, 
their capacity, heat rate and anticipated fuel requirements, It is stated 
that present long-term contracts are not sufficient to meet its needs 
after 1976. PSO will take in kind all production to which it is entitled 
under the Saga Agreement. It and Varibus have the right of first re- 
fusal and the right to purchase, in equal shares, all production accruing 
to Davis-McCoy and up to 90% of Saga’s share of production as spec- 
ified in the Saga Agreement. 

Petitioners state that there is “no certainty that the project will re- 
sult in the development of fossil fuel” for PSO. But that is not a 
statutory requirement. An interest in another business, to qualify for 
retention or acquisition, must, in the words of Section 11(b) (1), be 
“reasonably incidental or economically necessary or appropriate” to 
the functioning of the utility system, Neither Section 11(b) (1) nor 
Section 10(c) (1) call for a finding in terms of the conceptual extreme 
petitioners propose. An interest in a business is inherently subject to 
the risks and uncertainties of the business itself. Our order under Sec- 
tion 11(b) (1) does not bear an apodictic pronouncement that the in- 
tended purpose of the acquisition or retention will be attained. By the 
same token approval under Sections 10 and 11(b) (1) may not be with- 
held on the bare possibility that future events may disappoint or frus- 
trate present expectations.° 


6 Panhandle Eastern Pipe Line Company v. S.E.C., 170 F. 2d 453, 465 (C.A. 8, 1948). 
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We have approved retention of a nonutility business even when it 
appeared probable that as a result of technological changes to come 
that business will cease to have any functional value to the utility com- 
pany.” Section 10 also allows approval of a budget program to explore 
for fuel reserves in specified areas and to acquire allied facilities.® 
Recently we approved the acquisition of an interest in an experimental 
project with the express understanding that if the project failed we 
should be promptly advised so that we may consider appropriate ac- 
tion.’ We shall approve PSO’s participation under the Saga Agree- 
ment upon the same understanding.*® 

In this case PSO acquired unproven oil and gas leases, and their 
exploration under the Saga Agreement is in a real sense a venture into 
the unknown. PSO undertook this program to secure fuel supplies 
which it will require in the years ahead as an alternative or supplement 
to supply arrangements pursuant to long-term contracts. PSO’s under- 
taking is a practical means to gain a substantial measure of autonomy 
to meet its fuel requirements when traditional purchases under long- 
term contracts are unavailable or are subject to curtailments or 
interruption. 

We have also considered the ability of PSO to use fuel produced in 
the Alabama-Mississippi area. Pipeline transmission generally flows 
in the opposite direction. and PSO does not now contemplate direct 
transmission. It states that there are major producers and pipelines 
who operate both in Oklahoma as well as Alabama and Mississippi and 
that PSO can arrange, through exchanges of various kinds, for deliv- 
ery of fuel locally. The same arrangements are open for fuel PSO has 
an option to purchase from Saga and Davis-McCoy. Such exchanges 
are not uncommon and reduce transportation costs for both parties. 
Petitioners do not deny the economic feasibility of the exchange of 
fuels. They suggest only as a possibility that it may not happen. 

We conclude under Section 10(c) (1) that the proposed acquisition 
is not detrimental to the carrying out of the provisions of Section 1i. 
We see no need for a hearing to explore petitioners’ speculations about 
what the exploration program will find and how any fuel discoveries 
will be available to PSO. Future developments, not a hearing, can and 
will provide the answers. 


7The United Light 4 Railways Company, 27 S.E.C. 441, 471-73 (1947), aff’d., Pan- 
handle Eastern Pipe Line Company v. S.E.C., 170 F. 2d 453, 462-63 (C.A. 8, 1948). See 
also Cities Service Power & Light Co., 14 S.E.C. 28, 68-69 (1943). 

8 Middle South Utilities, Inc., Holding Company Act Release No. 18221 (December 17, 
1973), 3 SEC Docket 258. 

°The Columbia Gas System, Inc., Holding Company Act Release No. 18749 (Decem- 
ber 31, 1974), 6 SEC Docket 22. 

10 Section 11(b)(1) provides that an order permitting retention of any property or 
interest may be revoked or modified if the Commission finds “that the conditions upon 
which the order was predicated do not exist.” 
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PSO’s acquisition is also subject to other provisions of Section 10 
which, like Section 9(a) (1), distinguish between acquisition of secu- 
rities, utility assets and other acquisitions. Section 10(a) specifies the 
information to be filed for each type of acquisition. Section 10(b) pre- 
scribes the substantive requirements for approval (other than those 
provided in Section 10(c) ). Section 10(e) permits us to impose terms 
and conditions with respect to an acquisition that we approve by order. 

Section 10(b) (2) governs acquisitions of securities or utility assets 
and provides for approval thereof unless we find, among other things, 
that the consideration is “not reasonable.” Section 10(e) is limited to 
an order which approves the acquisition of securities or utility assets, 
and the terms and conditions that we may prescribe include “the price 
to be paid for such securities or utility assets.” Neither Section 10(b) 
(2) nor Section 10(e) is thus applicable to an acquisition of an interest 
in another business. Such an acquisition is necessarily governed by 


Section 10(b) (3) under which we are directed not to approve any 
acquisition that 


“ 


. will unduly complicate the capital structure of the holding-company 
system of the applicant or will be detrimental to the public interest or the 
interest of investors or consumers or the proper functioning of such holding- 
company system.” 


The conspicuous omissions in Sections 10(b) (2) and 10(e) are not 


to be considered grants of immunity as to price of nonutility interests. 
The statutory intent is to permit in the administration of Section 10 a 
greater allowance for the collective judgment of the contracting 
parties for such acquisitions. It does no more than recognize that the 
range of informed opinion as to value is considerably broader for un- 
regulated adjuncts of a utility company than for the other acquisition 
subject to Section 10. Hence, the question is whether any of the terms 
of the acquisition or, indeed, the acquisition itself has the effects pro- 
scribed by Section 10(b) (3). 

We are presented with a threshold question regarding PSO’s pend- 
ing application under Section 10 for approval of acquisitions which 
actually began in 1971 without a prior order. It is suggested that its 
participation in the venture with Davis-McCoy was only a phase of 
its authorized nonutility business. In 1945 we approved PSO’s owner- 
ship of its fuel reserves and transmission facilities.1! We also approved 
PSO’s acquisition of the outstanding stock of Transok Pipe Line Com- 
pany, which before and since the acquisition has been engaged in a 
continuous program to explore and acquire fuel reserves and to pro- 
vide facilities for transmission of fuel to PSO.? In authorizing 


11 The Middle West Corporation, 18 S.E.C. 296, 305-307 (1945). 
13 Public Service Company of Oklahoma, 37 S.E.C. 456 (1956) ; and Central and South 
West Corporation, Holding Company Act Release No. 14555 (December 28, 1961). 
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Transok’s later financings from time to time, we reviewed its capital 
requirements, including expenditures for projected explorations for 
fuel and proposed lease acquisitions.'* 

The orders we issued with respect to Transok are not vicarious 
authorizations for PSO, its parent, and the 1945 order as to PSO was 
limited to the retention of the properties therein described. PSO was 
not authorized to undertake the venture presented to us, which is 
substantial and in areas in which PSO heretofore had no interest. 

Failure to secure authorization at the outset is no bar to approval, 
in our discretion, of an application under Section 10 when it is pre- 
sented to us at a later date.’* We will approve PSO’s acquisition of all 
rights and interests as a participant in the venture as defined and 
negotiated under the Saga Agreement, but we do so in recognition of 
our national problems of energy supply and PSO’s manifest and criti- 
cal need to secure additional sources of fuel. But our approval should 
not be considered as a guiding precedent. We expect companies sub- 
ject to the Act to comply with Section 10, and our decision today 
should eliminate any misconceptions about the applicability of Sec- 
tions 9(a)(1) and 10 to fuel procurement and allied facilities and 
arrangements.’° 

PSO’s participation interest under the Saga Agreement is in accord 
with Section 10(b) and we make no adverse findings under Section 
10(b) (3). The contracting parties are not affiliated with one another 
and the Saga Agreement was negotiated at arm’s length, each with 
strong incentives to maximize its share of the venture. The type of 
agreement they negotiated conforms generally with industry practice. 

PSO, as 50% owner with Varibus, is entitled to its allotted share of 
fuel discoveries, but without the economic risks of providing capital 
for exploration drilling. These risks were first assumed by Saga and 
Olsen, who agreed to provide $22.5 million in funds for that purpose 
in exchange for a 50% interest. This was modified by the Saga Agree- 
ment pursuant to which PSO and Varibus each assumed 10% of the 
costs and benefits of the exploration as successors to Olsen, with no 
other changes in terms. Saga’s share of production is in proportion 
to its ownership interest, and under the Saga Agreement it granted 
PSO and Varibus the option to purchase Saga’s share of production 


138 Transok Pipe Line Company, Holding Company Act Release No. 16780 (July 14, 1970) ; 
Holding Company Act Release No. 17404 (December 21, 1971); Holding Company Act 
Release No. 18652 (November 12, 1974). 5 SEC Docket 482; Holding Company Act Re- 
lease No. 18984 (May 138, 1975), 6 SEC Docket 901. 

14 American Electric Power Company, Inc. 43 S.E.C. 407, 424-25 (1967); Hastern Gas 
and Fuel Associates, 43 S.E.C. 524, 542-45 (1967). See also Graham-Newman Oorpora- 
tion, 28 S.B.C. 1383 (1948); The Great American Life Underwriters, Inc., 41 §$.E.C. 1, 
25-28 (1960): aff'd. sub nom. Hemnnesey v. S.E.C., 293 F. 24 48 (C.A. 38, 1961); The 
Adams Express Company. 18 8.E.C. 622 (1945); 19 S.E.C. 565 (1945). 

13 See Middle South Utilities, Inc., Holding Company Act Release No. 18221 (Decem- 
ber 17. 1973), 3 SEC Docket 258. 
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at market, as there defined and specified. If the venture succeeds, the 
option provides PSO another source of supply if at the time better 
alternatives should not be available. 

Petitioners do not object to what PSO acquires and retains under 
the Saga Agreement. Their chief complaint is to what PSO has given 
up. They request a hearing in order to ascertain whether in its negotia- 
tions with Saga and Olsen PSO obtained the best terms or might have 
done better. 

There is no need to have a hearing for that purpose. The Saga Agree- 
ment represents the collective judgment of the parties as to risks they 
were willing to assume and the benefits they hope to obtain. That is 
the essence of the bargain they made when they signed the agreement. 
Which one of them was the better player and negotiated more adroitly 
depends upon the exploratory drillings to which Saga has committed 
its funds and its services as operator. A hearing will not provide us 
what only judgments of hindsight will reveal. 

Petitioners question the participation accorded to Davis-McCoy 
who, without contributing capital to the venture, have a carried inter- 
est in production in addition to 10% in fees paid to them. PSO asserts 
that their expert knowledge and experience were essential to the pro- 
gram and that their participation conforms to the manner in which 
such ventures are arranged. This is not an issue which we can decide 
without a fuller cxamination of the pertinent facts. Davis-McCoy have 
agreed that the other issues presented by the application may be 
decided and that jurisdiction may be reserved as to the grant of the 
carried working interest to Davis-McCoy insofar as it affects only the 
interest to be retained by PSO pursuant to the Saga Agreement. 

The Saga Agreement also contemplates other acquisitions, dispo- 
sitions, farm-outs and farm-ins of leasehold interests and other trans- 
actions of the kind normally incidental to the exploration and de- 
velopment of oil and gas properties. Such transactions are consistent 
with Section 10. It is neither necessary nor appropriate for us to pass 
on these individual transactions which are incident to the business 
in which PSO is acquiring an interest. The oil and gas business neces- 
sarily calls for transactions in such properties, which depend on judg- 
ments that may change rapidly as knowledge of the area under explo- 
ration improves. 

It is not necessary to discuss other objections filed by petitioners. 
To an extent they are based upon a misunderstanding of various pro- 
visions in the Saga Agreement and its immediate predecessor. Others 
are directed to administration and operating arrangements to carry 
out the exploration program. They are highly remote and indeed ir- 
relevant to the issues under Section 10 of the Act. 
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PSO proposes to file with us quarterly pursuant to Rule 24 on op- 
erations and expenditures made and on interests acquired and dis- 
posed of within the context of the Saga Agreement. We request for 
our convenience that PSO also file with us quarterly a copy of re- 
ports it submits to the Federal Power Commission on FPC Form 423. 

IT IS ORDERED, accordingly, that the application filed herein, 
as amended, be, and it hereby is, granted effective forthwith subject 
to terms and conditions prescribed by Rule 24, including the filing 
of quarterly reports heretofore specified ; 

IT IS FURTHER ORDERED that jurisdiction be, and it hereby 
is, reserved for hearing with respect to the carried working interest 
of Davis-McCoy but only insofar as it affects the interest to be re- 
tained by PSO pursuant to the Saga Agreement; and 

IT IS FURTHER ORDERED that the request of petitioners for 
a hearing be, and it hereby is, denied, subject to the reservation of 
jurisdiction, as aforesaid. 

By the Commission. 





IN THE MATTER OF 
HERTZ, HERSON & COMPANY 


File No. 3-4623. Promulgated July 22, 1975 


Securities Exchange Act of 1934 


FINDINGS AND ORDER OF THE COMMISSION 


These are proceedings pursuant to Rule 2(e) of the Commission’s 
Rules of Practice to determine whether Hertz, Herson & Company 
(“Hertz, Herson”), a partnership engaged in the practice of account- 
ing, should be denied the privilege of appearing or practicing before 
the Commission. 

Respondent, without admitting or denying any of the Commis- 
sion’s findings and solely for the purpose of settlement, has submitted 
an offer of settlement in which Respondent consents to the institu- 
tion of proceedings under Rule 2(e) of the Commission’s Rules of 
Practice and to the entry of an order containing certain findings and 
remedial sanctions as set forth below. 

1, For the fiscal year ended August 31, 1971, Drew National Corpora- 
tion (“DN”) and its then approximately 80%-owned subsidiary, Drew 
National Leasing Corporation (“DNL”), issued false and misleading 
financial statements. Respondent, independent accountants for DN 
and DNL, rendered unqualified opinions with respect to those financial] 
statements.’ 

2. DNL was engaged in the business of equipment leasing. At the 
fiscal year ended August 31. 1971, there were at least two million dol- 
lars of leases on which there were delinquent lease payments out of a 
total lease portfolio of approximately twelve million dollars. During 


1The Commission has instituted and simultaneously settled legal proceedings against 
DN, DNL, and certain of their otticers and directors, Securities and Exchange Commis- 
sion v. Drew National Corp., et al. (DDC 75-1141). The Commission’s complaint in that 
action alleges, inter alia, that DN’s and DNL’s financial statements for the years 1970 
and 1971 were false and misleading because inadequate allowances and provisions were 
made for DNL’s doubtful lease receivables. The complaint alleges that by the end of fiscal 
year 1979, many lease receivables were delinquent and otherwise doubtful of collection. 

In the conduct of its audit for 1970, Resnondent relied to a great extent upon man- 
agement’s representations as to the collectibility of delinquent leases, the value of the 
collateral and reliability of third party guarantors. While the delinquencies were less 
serious and material in 1970 than in 1971, the Commission believes that a more diligent 
audit might have uncovered the problems. 


45 S§.E.C.—34——-11543 
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1971, DNL wrote off $134,000 against the allowance for doubtful ac- 
counts (which had an opening credit balance of $131,000) and charged 
income by an additional provision of $193,000, bringing the allowance 
for doubtful accounts to $190,000 at August 31, 1971. 

3. The provision and allowance were inadequate under the circum- 
stances since a significant portion of the leases were uncollectable, for 
among other reasons, the leases were seriously delinquent and the value 
of the underlying collateral was insufficient. This was particularly true 
since the condition of many of the leases which were delinquent in 1970 
deteriorated further during 1971. In addition, DNL continued to rec- 
ognize revenues on these leases. As a consequence, DNL’s 1971 financial 
statements materially understated net loss and were false and 
misleading. 

4. In connection with the audit of DNL’s 1971 financial statements, 
Respondent, in many instances, relied upon the representations of 
DNL’s management as to the collectability of, and the status of collec- 
tion efforts with respect to, the lease receivables. In the performance of 
the audit, Respondent failed to use due professional care in that it 
did not sufficiently extend its audit tests by obtaining and examining 
adequate, competent evidential matter to determine the veracity of 
management’s representations. In other instances, documentation was 
available which was not properly evaluated. 

Thus, Respondent failed to appraise the significance of information 
known to it and to extend sufficiently its auditing procedures in cir- 
cumstances calling for professional skepticism. 

While the adequacy of an allowance for doubtful accounts is in- 
evitably a matter of judgment and no one precise amount is appro- 
priate in each situation, auditors have an obligation to bring together 
as much relevant information in this connection as is necessary so that 
a reasonable judgment can be made. In this case, the auditors failed 
to accumulate sufficient information. Furthermore, they formed a 
judgment on the information obtained which clearly fell outside the 
realm of reasonableness. 

5. As a result of the inclusion of a provision for doubtful accounts 
more appropriate for an earlier year, DNL’s 1972 financial statements, 
concerning which Respondent rendered an unqualified opinion, ipso 
facto were false and misleading in that the company’s net loss was 
materially overstated. 

6. To the extent that they incorporated approximately 80% of 
DNL’s understated net loss of 1971 and overstated net loss for 1972, 
DN’s financial statements for 1971 and 1972, concerning which Re- 
spondent rendered unqualified opinions, were false and misleading. 

After due consideration, the Commission has determined to accept 
the offer of settlement. In arriving at its determination, the Commis- 
sion considered the fact that Respondent, in order to insure that it 
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performs its audits in accordance with generally accepted auditing 
standards, has agreed to the review described in the order. 

Accordingly, IT IS ORDERED that proceedings pursuant to Rule 
2(e) of the Commission’s Rules of Practice be, and they hereby are, 
instituted against Respondent. 

IT IS FURTHER ORDERED that, upon the terms and conditions 
provided in the offer of settlement, Respondent consents to the entry 
by the Commission of an order which provides that : 

1. Respondent shall employ as consultants, two certified public ac- 
countants who are satisfactory to the Chief Accountant of the Commis- 
sion to review and evaluate the auditing procedures and professional 
practice of Respondent in connection with its audits of publicly-held 
companies. The review shall be limited to the audit work performed, 
the elements of quality control and the audit procedures em- 
ployed by the firm as reflected in the relevant working papers and to 
an analysis of the application of generally accepted accounting prin- 
ciples. The consultants may communicate with the Commission’s staff 
to ascertain its views. The review shall be performed after Hertz, 
Herson has completed said audits, but in no event shall the review 
commence later than two weeks from the date the consultants are 
retained. 

2. At the conclusion of the review and evaluation, but in no event 
later than eight weeks? from the date of this order, the consultants 
shall report their conclusions to the Office of the Chief Accountant 
of the Commission and shall make recommendations, if needed, to 
Respondent for improvements.’ Respondent shall have a reasonable 
opportunity to reply in writing to the review and evaluation results 
to the staff of the Commission, and to institute any recommended 
changes. 

3. Respondent represents and undertakes not to accept engagements 
with any new public clients from date of entry of the Commission’s 
Order until one month after the submission by the consultants to the 
Commission of their report where the engagement is expected to in- 
volve filings with, or submissions or certifications to, the Commission. 

4, The Commission shall retain jurisdiction of this matter pending 
final receipt of the report referred to above, and thereafter for the 
taking of appropriate action, if necessary, for any purposes relevant 
to this order or the report, after notice and an opportunity for an 
evidenciary hearing. 

After due consideration, the Commission has determined to accept 
the offer of settlement. 

By the Commission. 


2A reasonable extension of time may be granted at the discretion of the Chief Accountant 
of the Commission. 
3 Such report shall not identify the clients involved in the review. 





IN THE MATTER OF 
McLAUGHLIN & STERN, BALLEN AND MILLER 
File No. 3—4703. Promulgated July 25, 1975 


Securities Exchange Act of 1934 


FINDINGS AND ORDER OF THE COMMISSION 


On May 11, 1973, the Commission filed a civil injunctive action en- 
titled Securities and Exchange Commission v. Allegheny Beverage 
Corporation, et al. (Civil-Action No. 932-73) against twenty-five de- 
fendants in the United States District Court for the District of Colum- 
bia alleging various violations of the Federal securities laws in 
connection with, inter alia, a clesing on a $25 million registered pub- 
lic offering of debentures by Valu Vend Credit Corporation.’ The reg- 
istration statement represented that the offering would be made on a 
“best efforts all or none” basis as to the first $10 million in debentures 
and on a “best efforts” basis as to the remainder. In essence, the Com- 
plaint charged that the closing was a sham, and that Allegheny Bever- 
age Corporation, the parent of the issuer Valu Vead Credit Corpora- 
tion, arranged and financed the purchase of appruximately $9.5 million 
of the debentures through various devices to create the false appear- 
ance that the minimum of $10 million of debentures had been sold. The 
Complaint charged specifically that at the closing, three purchasers, 
two of which were dummy corporation, acquired $9,475,000 in deben- 
tures; that the acquisitions were arranged by Allegenhv Beverage Cor- 
poration; and that the acquisitions were accomplished through a 
circular exchange of checks without funds sufficient to cover such 
checks. 

McLaughlin & Stern, Ballen and Miller (“MSBM”), a New York 
law firm, was a defendant in the injunctive action. MSBM served as 
counsel to the underwriter of the offering, and one of its associates 
attended the closing and acted on behalf of the firm in connection with 
such representation. The Commission finds that while MSBM made 
certain inquiries of representatives of the issuer in its role as counsel 
to the underwriter, in light of the unusual nature of the closing its 
associate should have conducted a more detailed inquiry at the closing, 


1 See S.E.C. Litigation Release No. 5888 (May 14, 1973), 1 SHC Docket No. 16, p. 26. 


45 S8.B.C.—34——-11553 
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and had he done so, it is believed that the sham nature of the closing 
would have come to light. The Commission finds that MSBM failed 
adequately to supervise its associate in connection with the closing. 

In a Stipulation and Administrative Undertaking, MSBM, without 
admitting or denying the Commission’s findings and solely for the 
purpose of settlement of this proceeding, has consented to the entry 
of an Order embodying the provisions hereinafter set forth. The Com- 
mission has considered the fact that MSBM, a seventy-seven year old 
law firm, has not previously been subject to disciplinary or enforce- 
ment proceedings instituted by the Commission or otherwise; that in 
connection with the Valu Vend Credit Corporation debenture offer- 
ing MSBM acted solely in the capacity of outside legal counsel to the 
underwriter of the offering; that no partner or associate of MSBM 
owned or traded in the securities, or served as an officer, director, or 
employee, of Valu Vend Credit Corporation or any of its affiliates; 
and that in a rescission offer all of the debentures sold to public in- 
vestors under the registration statement were redeemed with premium 
and interest. 

ACCORDINGLY, IT IS HEREBY ORDERED that procedings 
pursuant to Rule 2(e) of the Commission’s Rules of Practice be, and 
they hereby are, instituted against MSBM. 

IT IS FURTHER ORDERED that: 

A. MSBM is censured by the Commission for the inadequate inquiry 
of its associate and for its failure adequately to supervise him; and 

B. MSBM undertakes to adopt, maintain and comply with the super- 
visory procedures set forth in its Stipulation and Administrative Un- 
dertaking designed to strengthen its existing procedures in connection 
with securities matters handled by the firm. 

By the Commission. 





IN THE MATTER OF 
IMPERIAL ‘400’ NATIONAL, INC., ET AL. 


Debtors 


Promulgated July 30, 1975 


THIRD SUPPLEMENTAL ADVISORY REPORT OF THE SECURITIES AND 
EXCHANGE COMMISSION ON PROPOSED PLANS OF REORGANIZATION 


I. INTRODUCTORY STATEMENT 


Our earlier reports dealt with seven plans of reorganizaton.' In our 
second supplemental report we indicated that the plan proposed by 
Schiavone Construction Co., Inc., had been amended so as to make it 
fair and equitable and feasible. The court approved this plan but it 
was not accepted by the requisite majorities. On November 8, i974, 
the court declined to confirm this plan, and it has been abandoned. 

Early in March of 1975, a new internal plan of reorganization 
(“plan”) was filed. It was proposed by the trustee, the General Unse- 
cured Creditors Committee and Continana Corporation, a stockholder. 


After a hearing on April 8, 1975, the plan was referred to us for exam- 
ination and report.? We conclude that the plan is not fair and equi- 
table, nor is it feasible. We will later in this report propose certain 
amendments in the hope of expediting this long pending reorganiza- 
tion proceeding.* The need for expedition does not justify departure 
from proper standards.‘ 


II. PRESENT STATUS OF THE ESTATE 


Imperial, its financial history and the events which led to the filing 
of its Chapter X petition were fully described in our earlier reports. 
At December 31, 1974, the Imperial chain consisted of 91 motels: 32 
were wholly owned; 52 were co-owned with managing partners; 1 was 


1In re Imperial ‘400’ National, Inc., Corporate Reorganization Release Nos. 312 (July 12, 
1972) 45 S.E.C. 86, 313 (August 29, 1978) 45 S.B.C. 338, and 314 (May 15, 1974), 45 
S.E.C. 523. 

2The reference was made pursuant to Section 172 of Chapter X (11 U.S.C. § 572), 
which provides in pertinent part that: ‘. .. before the approval of any plan... the 
judge may if the scheduled indebtedness of the debtor does not exceed $3,000,000 and 
shall, if such indebtedness exceeds $3,000,000, submit to the Securities and Exchange 
Commission for examination and report the plan or plans which the judge regards as 
worthy of consideration.’’ In this case, the debtor’s scheduled indebtedness is far in excess 
of $3,000,000. 

3 The district court may permit a reasonable time for a new proposal to be offered where 
it appears that a fair and equitable plan may be presented. Case v. Los Angeles Lumber 
Products Co., Ltd., 308 U.S. 106, 131-132 (1939). 

4 Protective Committee v. Anderson, 390 U.S. 414, 435, 450 (1968). 


45 8.B.C.—CR——315 
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wholly owned but leased to a third party. Six motels were owned by 
third parties and operated under Imperial franchise. In 1975, Im- 
perial sold its interest in three co-owned motels and purchased co- 
owner interests in three other motels. 

The financial results of the trustee’s operations are shown in Table I 
below : 


TABLE I 


Income (Loss) 
Before Income 
Calendar Year Ended— Gross Revenues Taxes & Extra- 
ordinary Items 
and Interest 








on Claims 
December 31: 
9 ake OO so 2 eS ee or Baas Se eae cece $10, 204, 700 ($84, 333) 
11, 216, 900 71, 821 
12, 227, 400 276, 255 
12, 701, 600 682, 361 
12, 596, 400 896, 478 
11, 965, 300 903, 211 
11, 843, 400 1, 052, 544 
12, 157, 000 1, 041, 027 
12, 043, 000 757, 490 





® Unaudited; all other years are audited. 


Income taxes were insignificant because of a tax loss carry forward. 
Extraordinary items were also minor in all years except 1972. Interest 
on pre-Chapter X claims amounted to about $389,000 per annum. This 
Court determined that interest on pre-Chapter X claims to the date 
of confirmation of a plan was to be allowed at the contractual rate. 
Other unsecured claims, which principally are trade liabilities, bearing 
no contractual rate of interest, have been allowed at principal plus 7% 
in interest. (/n re Imperial ‘400’ National, Inc., 874 F. Supp. 949, 
953-54 D.N.J., 1974).) 

Table II summarizes the audited consolidated balance sheets, includ- 
ing the partnerships, for the calendar years 1972-1974, inclusive. 


TABLE II 


[In thousands} 





December 31 





1972 1973 1974 
oeDey Meee SOP UNO BOCUTIONOR. oS on re oe oe btn $2,599 $3,079 $3,555 
Notes and accounts receivable (See (a) below.)........-....----------------- 529 454 477 

NN WI fa St sy ils FFs tsb ood Sateen b bab lied ook a scunlntsenewe 3, 128 3, 533 4, 032 
Properties and equipment (See (b) below.)..................-..------------- 18, 037 17,392 16,397 
Deposits and prepayments_.............--.--.------.---- sel Ai Saal patie bass 222 287 211 
Accounts receivable—noncurrent (See (a) below.).........-.-.-------------- 97 81 110 
NEEM ote ler soca eoebin seated adaasWeuewdkkaantun indies sudan ataaee 436 419 462 


NMP aa ape seehhsicuwsaauecsuaslussCaneedacsus cacchesculaauccascatede 21,920 21,712 21,212 
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TABLE II—Continued 


[In thousands] 


December 31 


1972 1973 


Current accounts payable and accrued expenses. $758 
Notes payable by trustee (See (c) below.).......-.-----.-------------------- 457 516 
Mortgages and contracts payable (See (c) below.).......-..----.------------ 10, 022 8, 799 
Co-owners’ equity in partnerships 2,612 2, 639 


Obligations not affected by plan 13,906 12,712 
Claims payable and accrued interest (See (d) below.)............-.--.----- 8, 801 9, 198 
6.6% preferred stock 1,452 shares 145 145 
Common stock and paid in surplus, less treasury stock (837,722 shares) 749 749 
Retained earnings (deficit) (1,681) (1,093) (775) 


Liabilities and Equity (See (d) below.).........----..-.-.-.-----.-.-- $21,920 $21,712 $21,212 


(a) Allowance for doubtful accounts deducted $30 $37 
(b) Net of accumulated depreciation. The unamortized write-up on jointiy 

owned motels has been netted against the related deferred income.... 16,679 18, 094 19, 427 
(c) Current portion includes; 


81 49 
Mortgages and contracts payable 1, 276 1, 332 


(d) Includes interest on claims of. This accrual was omitted from audited 
statements for 1972 and prior years but identified in our previous 
reports 3, 298 3,714 


Mortgages on three motels were paid in full as of December 31, 
1974; the others are being paid currently. The notes payabie consist 
primarily of $467,000 of installment notes issued by the trustee for 
the acquisition of co-owners’ interests. At December 31, 1974, the total 
unpaid principal balance due on the mortgages and to co-owners for 
the purchase of their interests was approximately $8 million. ‘I'he co- 
owners’ share of the partnership mortgage debt approximated $1.7 
million at the end of 1974. Hence, Imperial’s share of the entire mort- 
gage debt (including the trustee’s obligations to co-owners) to be 
assumed by the reorganized company was $6.3 million at December 31, 
1974. About $1.3 million will be paid in 1975, of which over $1 million 
would apply to Imperial’s share of mortgage indebtedness. 

Subsequently all of the claims have been settled, and amounted to 
about $9.6 million, with interest, at December 31, 1974, as shown in 
Table ITI. 

Under the indenture, the debentures, designated in the plan as Class 
8, are subordinated only to the unsecured notes. The general unse- 
cured claims (Class 7(b)) are not subordinated and they rank on 
parity with the notes (Class 7(a)) and the debentures. The effect of 
the subordination upon the distribution is fully discussed in our first 
supplemental report and in the decision of this Court.® 

Imperial has outstanding 1,452 shares of 6.6% preferred stock, par 
value of $100 per share and a liquidation preference of like amount 
plus accrued dividends. It also has outstanding 837,722 shares of com- 
mon stock. 


5See Corporate Reorganization Release No. 313 (45 §.B.C. 388, 47-350), and noted in 
374 F. Supp. at 976. 
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TABLE III 
[In thousands] 


Total, including accrual 
Annual from June 3, 1965 


interest 
12/31/74 10/1/74 
Per audit + Per plan 


7 (a). Unsecured notes: 
General Tire pension funds ______-___- $1, 494, 832 
Union Bank 447, 340 
Prmiwneeeis (4) Soe be 61, 389 


CT ee 2, 003, 560 
7(b). General Unsecured claims_- - - - -___- 2, 926, 592 
8. 644% subordinated debentures - -______- 994, 000 


Total unsecured debt. ______-_____-- 5, 924, 15 


was adjusted upward by about another $30,000 and about $24,000 of general claims were allowed. 

There will be considerably more excess cash at the end of 1975 than 
existed as of December 31, 1972, the last date that excess cash was 
estimated for purposes of valuation. In our earlier reports we added 
to the value of the business $600,000 for cash in excess of working 
capital requirements. 

For purposes of analyzing cash requirements, the whole enterprise, 
including the co-owners’ portion, must be considered since the co- 
owners share in working capital, capital improvement and mortgage 
payment requirements. Based on the trustee’s 1975 forecast,® which 
differs only slightly from the 1974 experience, the cash flow of the 
chain in 1975 should be: 


TABLE IV 


[In thousands] 
Operating revenue 
Other income 


OS PR RRR ER ROR Re ER NL ES REC LE OEE TERA Te CARESS ATES S| 
General and administrative expense 525 
Income tax 

Interest motel debt 


Income bofore depreciation, co-owners’ share and interest on claims___-_______------_--------- 
Mortgage payments, including co-owners’ share 

IIR RAO OIE oS ee a oe 
Cerone enere Us Hine ©. ooo 2 ar Se ee ee ee ee ae 


NE MII Oia assess sos See ns nal ee aes oa is em sci an Se OEE UR ean eae en ee 
Cash 12/31/74 > 


ee OD ROE i ne cic cin cumini iid memabe dae aian ee 


® Trustee’s estimate of $924,000 minus $364,000 of co-owners’ depreciation and $100,000 of co-owners’ inter 
est included therein. 

b The $2,735,177.62 balance at April 7, 1975, in Ex T-6 is the “home office’ balance, excluding the individual 
motel accounts. Such accounts, in the amount of $779,746, are included in the December 31, 1974, audit 
balance shown above. Our provision of $1.1 million for working capital includes this $800,000 of motel ac- 
counts in addition to the $300,000 of home office funds which the trustee stated are required. 


®It is necessary to compute cash availability on a calendar year basis because of the 
seasonal nature of the business. On October 1, cash balances may be $400,000 higher, 
but Imperial historically experiences a $300,000—$400,000 cash drain during the final 
quarter of the year. 


246-829 0 - 79 - 58 
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It should be noted that, in addition to this cash, the consolidated 
statement of changes in financial position for 1974 shows that the 
following major capital changes occurred : 


TABLE V 
[In thousands] 





Funds applied Funds provided 





Reduction in long-term debt 

Depreciation accrued 

Purchase of motel properties and equipment 
Co-owners’ income—$456 Less distributions (418) 





A net of approximately $300,000 in cash, in excess of depreciation 
allowance, was thus invested in the business in 1974. 

Motel operations require cash working capital estimated at $1.1 
million, including the co-owners’ share, so about $2.9 million should 
be available for allowances and distribution to creditors. The plan im- 
plicitly reserves $1.4 million for compensation and expenses, leaving 
$1.5 million of excess cash for distribution to creditors. 


III. SUMMARY OF PLAN 


The plan provides for an internal reorganization of Imperial. The 
reorganized company will assume, without change, the mortgage debt, 
including the notes issued by the trustee to acquire co-owners’ interests 
in certain motels and the current liabilities incurred in the trustee’s 
operations. Reorganized Imperial, as partner, will remain liable in 
full for the mortgages (about $8 million at the end of 1974), but it is 
entitled to exoneration from the co-owners’ share of partnership in- 
come before depreciation, or about 21% thereof ($1.7 million), Im- 
perial’s net liability would be about $6.3 million. 

The plan provides for the distribution of $1.5 million in cash; $4.5 
million in notes (two series) and approximately 1 million shares of 
common stock to unsecured creditors, based on the amount of claims 
with interest accrued to October 1, 1974, and to stockholders. The pro- 
posed distributions are shown in Table VI: 


TABLE VI 


[Dollars in thousands] 





Claim Cash Notes New * Percent 
10/1/74 shares of shares 


$3,093 Notes (7a)) $726 1 $2, 367 _..- 
‘oe Ceuwral G)) <..22 0 s5e-2 774 2 2,133 
1,597 Debentures (8)..............---- 


9, 488 
1,452 shs. Preferred (9) 
Sot,ta0. ns, Common (0).......<,aveninscdecncsen airpcadiotgeeua ae 
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TABLE VI—Continued 





Approximate distribution per $1,000 of claim or per 
are 


Cash Notes — 8 Amount * 





$234. 87 1 $765. 13 
General claims 161. 22 3 444, 56 
RN Sie a = 
Preferred (per share) 
Common (per share) 





® At a value of $4.89 per share. 
1 Series A. 
3 Series B. 


An amendment to the plan provides that interest accrued between 
October 1, 1974, and confirmation would be represented by additional 
Series A notes for Class 7(a) and by additional stock for Class 7(b). 
The plan definition of “final claim” would similarly allocate addi- 
tional stock to Class 8 subordinated debenture claims. 

The two series of notes proposed for Class 7(a) and Class 7(b) 
creditors, respectively, are entirely different securities. Series A notes 
must be paid in the first 5 years at not less than 20% of their principal 
amount each year, with no interest. Series B notes, bearing 6% inter- 
est, are subordinate to the Series A notes. No principal or interest is 
to be paid on Series B notes until all of the Series A notes have been 
retired. They will be a third lien, junior to the existing mortgages and 
to the Series A notes, on foreclosure or liquidation. The plan prohibits 
payment of dividends or repurchase of stock as long as any Series A or 
B notes are outstanding. 

Interest on the Series B notes will accumulate while the Series A 
notes are being discharged, so 130% of the principal amount of the 
notes would be owed at the end of the 5 years scheduled for Series A 
note retirement. This amount, principal and interest, is to be paid in 
five equal installments, or 26% of the principal amount each year, dur- 
ing the 6th to 10th years after confirmation. Six percent interest on the 
unpaid principal of the Series B notes would continue to accumulate 
during this second 5-year term and, if there is no prepayment, will 
amount to about 18% of the principal, which is to be paid in the 
eleventh year. 

The plan requires an increase in the minimum annual payment 
based on the reorganized company’s “cash flow.” This is to be com- 
puted at the end of each fiscal year, beginning with the year during 
which the plan is consummated. Cash flow is defined as the sum of 
net income and depreciation less debt payments. One-half of cash 
flow, as defined, plus oné-half of the net proceeds of sale of any prop- 
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erty is to be added to the next minimum payment on the Series A 
notes. 

If the cash flow is less than the minimum annual payment of 20% 
of principal on the Series A notes, one-half of the deficiency may be 
carried forward and deducted from one-half of any surplus in subse- 
quent years. The minimum payment may not be reduced unless there 
has been a prior accelerated payment. In that case, one-half of the 
deficiency may be applied against the minimum payments but only to 
the extent that extra payments have been made. 

The Series B notes are to be retired in the same manner after the 
Series A notes have been paid. But as to them the definition of “cash 
flow” also includes a deduction of up to $300,000 per year for capital 
improvements. Additional prepayments may be made by the reorga- 
nized company at any time. 


IV. INCOME AND VALUATION 


Table VII summarizes Imperial’s audited income statements for the 
calendar years 1972-1974: 
TABLE VII 


[In thousands] 





1972 1974 





Gross income $11, 843 $11, 712 
Other income... -_.......-.. pacha rate ie SSNS 102 89 

Total income 11,801 
Motel operating expenses 8, 352 
Interest on motel mortgage debt 597 
Depreciation—Imperial share 986 
Depreciation—co-owner share 3 360 


NE SUIOION os: ost sins gate om eee eaeee 10, 295 
CEE Feiss sos nas pudi cbesaescackaueeuin 457 456 
General and administrative expenses 318 494 


WOVE 6 cose sober cumeet Saas 10, 958 11, 245 


Income from operations 987 556 
Gain (loss) on sales 242 (26) 
Interest on trustee’s investments 66 242 
Chapter X fees paid (16) ; (15) 
S700TNG TAX—"AUUUN 2. od oe enc wn cee oes (21) Scanlan et ccatneee 
Tex adjacent... 26)..635.0. ee eee Ub tw si 5 cee tO 


Net income—before interest on claims 8. __-_- - - 1, 272 











® Interest on unsecured claims accrues at about $389,000 per annum. 


Table VIII summarizes the first five years of the trustee’s forecast of 
Imperial’s income* compared with the 1974 audited results, The in- 
come before mortgage interest and Federal taxes has been computed 
for future use. 


To simplify the presentation, we have combined the “home office” items with the 
corresponding motel items. 





IMPERIAL ‘400’ NATIONAL, INC., ET AL. 


TABLE VIII 


[In thousands] 





Forecast 
1975 1976 1977 1978 


Actual 1974 





$11,712 Motel cperations__-_..--.__-____- $11, 800 $12, 800 $13, 200 $13, 650 
331 Other income---___.......-...-.-- 276 171 181 191 


12, 043 [eM ce toc dist ee ee: 12,076 12,971 13, 381 13, 841 
Expenses: 

8, 352 Motel operations 9, 034 9, 316 9, 633 
597 Interest-motel debt _._.__-_- 376 292 213 
816 Co-owners’ share *__________- 961 1,013 1, 066 

Depreciation—Imperial -- -- -- 979 980 996 
General and administrative_- 550 575 600 
Income tax > 25 323 693 


Total expenses 11, 925 12, 499 13, 201 
Income ¢ 1, 046 


Income before interest and 
Federal tax ¢ 











® Co-owners’ share of depreciation and partnership income minus co-owners’ share of mortgage interest. 

b Approximately $25,000 per annum of the forecast tax appears to be a state tax. Since this is not affected 
by the special Federal credits and is itself deductible for Federal tax computation, we treat $25,000 as an 
operating expense in each of the years. 

° Before capital gains, reorganization fees, accrued intcrest on claims in 1975 and interest on Series B notes 
in 1975-1979. 


In our initial report,’ we found it necessary to adjust the forecast 
then presented by the trustee for an apparent underestimate of central 
office expenses and of co-owners’ share of income. We note that the cur- 
rent forecast makes an ample allowance for these deductions. 

The trustee testified that the lower revenue and net income in 1974 
were due to the gasoline shortage which affected Imperial’s business in 
the first quarter of the year. He stated that the first quarter results in 
1975 were far superior but he did not assume an immediate recovery. 
The 1975 forecast assumes about the same level of profits as 1974. He 
forecasts an 8.5% increase in revenue for 1976, which would restore 
the historical level of income from operations before income tax, and a 
growth of slightly over 3% in both revenues and operating expenses 
for 1977 and 1978. His projection for 1979 is essentially the same as for 
1978. 

The trustee’s forecast for 1975-1979 is acceptable for purposes of 
valuation. We do not undertake to evaluate his projections at the an- 
nual compounded growth rate of 5% in revenues and operating ex- 
penses in the succeeding six years. Valuation is not a mathematical 
science and the inherent uncertainties are magnified in projections 
made for the distant future. Since the fairness and feasibility of the 


8 Corporate Reorganization Release No. 312, 45 S.E.C. 36, 54-55 (1972). 
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plan is not significantly dependent on the compounded annual 5% 
growth rate predicated by the trustee in the later years of his forecast, 
we will not rely on that assumption and will hold operating income 
constant at the 1978 level in testing the plan and alternatives. 

The trustee’s present forecast assumes a tax loss carry forward 
which will shelter all of 1976 and about half of 1977’s income from 
Federal taxes, a saving of about $540,000 in 1976 and $500,000 in 1977. 
It also provides for an annual tax saving of about $60,000 per annum 
throughout the period through deductions of an interest accrual on 
Series B notes. Eliminating the tax loss savings, temporary at best, 
and deducting the interest, the current forecast equivalent to net 
income after taxes and interest: 


TABLE IX 


[In thousands] 
1976 


Trustee’s current income forecast (from Table 
Assumed tax savings from: 

Series B interest 

POO oo vcncntntudvc scnavechviunesenebeste 


Adjusted net income 








The average of this adjusted net income is about $517,000. This is 
comparable to the $530,000 net income after normal Federal taxes on 
which our valuation in 1972 was based.® Thus, there has been no 
significant change in expectations as to Imperiai’s profitability. 

The plan is based on a value of $10.9 million, of which at least $1.5 
million is represented by excess cash, which will be distributed to credi- 
tors. The remaining value of $9.4 million represents the equity in the 
motel after the mortgage liabilities which under the plan reorganized 
Imperial will assume. This equity will be allocated to creditors and 
stockholders in the form of notes and stock. 

The $9.4 million in value should be related to projected income after 
normal Federal income taxes but before proposed interest on the new 
debt for Imperial. We accept the trustee’s forecast of income before 
interest and taxes, which, as shown in Table VIII, averages $1,471,000 
in the years 1976-1979. But we disagree with the capitalization pro- 
posed by the plan. Hence, we do not rely on the trustee’s computation 
of interest on the new debt or Federal income taxes to obtain a fore- 
cast of income before interest and after taxes. 


® Corporate Reorganization Release No. 312, 45 S.B.C. 36, 54 (1972). 
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As we discuss infra (p. 908 and Table XII), we propose the issuance 
of about the same amount of debt as the plan provides but all of equal 
rank and bearing interest at 8% per annum. On that basis, the pro- 
jected income before interest and after taxes would be as follows: 


TABLE X 


[In thousands] 


1976 





Interest on new notes 
ree Lert LEVEE DS 2 8 es 8 ee es ees 


Net income before interest and after taxes__- 








The 4-year average is $695,000. The $9.4 million in value assigned by 
the plan to the equity of creditors and stockholders of Imperial is thus 
about 1314 times this average. 

The creation of a substantial amount of new debt to be paid off in a 
relatively short period of time fundamentally alters the quality of the 
equity we dealt with in our prior reports. The earlier plans proposed to 
issue common stock to unsecured creditors and stockholders, and com- 
mon stock is permanent capital. The present plan divides the equity 
between Imperial’s unsecured creditors and stockholders as follows: 


If we allow for additional notes to be issued for interest accruals 
after October 1, 1974, the new capitalization (exclusive of mortgage 
debt) would be represented by 48% of debt to be paid over a period 
of 10 years and only by 52% of common stock. The risks of this com- 
mon stock are obviously much higher than for the common stock we 
considered in 1972, and the present plan prohibits common stock divi- 
dends perhaps for eleven years. Such common stock represents es- 
sentially a deferred right to own the company if and when $4.5 million 
has been withdrawn from the Imperial enterprise. It is true that cur- 
rent earnings will accrue to the common equity and that, based on the 
forecasts, this equity will increase each year. But it is some time away 
from a conventional stock representing a current share of the profits 
of a permanently financed enterprise. 

Accordingly, it is necessary to use a substantially lower multiplier 
than that we previously had indicated for a more conservative capitali- 
zation. Based on the above factors and genera] changes in the securities 
markets since 1972, we agree that a value of $9.4 million is appropriate. 








904 SECURITIES AND EXCHANGE COMMISSION 


We have allowed for the $1.5 million in value represented by excess 
cash projected to December 31, 1975. The increase from the $600,000 
that we allowed in 1972 does not increase the equity for Imperial’s pres- 
ent common shareholders since interest accruals have added $1,167,000 
to liabilities during the three years since 1972. In effect, Imperial has 
been earning its interest and estimated administration expenses during 
this period of controversy over the form of its reorganization. In terms 
of cash available for distribution, it fell a little behind since the pres- 
ent $1.5 million is only $900,000 more than the $600,000 in 1972. The 
difference has been reinvested by the trustee in the business. 

At the hearing on the plan, the trustee introduced an opinion of tax 
counsel concluding that the amount of available tax loss carry forward 
and unused investment credits could range from $519,965 to $3,297,568. 
Tax counsel is of the opinion that investment tax credits of $117,786 
are available and that accrued interest on claims is tax deductible. 
A deduction in the amount of $3,685,782 was claimed in 1974, but the 
manner in which it would be applied to Imperial’s annual income is 
less certain. If applied on a year-by-year basis back to 1965 when the 
obligation commenced to accrue, only a $193,046 saving would be avail- 
able in 1975 and none thereafter. If the entire accrual were allowed in 
1974, tax loss carry forward savings of $1,526,295 could result to the 
extent usable during the years 1975-1979. Allowance in 1974 of the 
portion of the accrual relating to claims not represented by notes or 
debentures would produce a carry forward saving of $779,262. 

In his forecast, the trustee provided for no Federal income taxes 
in 1975 and 1976 and about half of the normal liability in 1977. The 
1975 saving, which is the surest, has already been allowed for in com- 
puting available cash. The tax savings assumed in 1976 and 1977 can- 
not be computed exactly from the record since taxable income differs 
in some respects from financial reporting standards." It should ap- 
proximate $540,000 in 1976 and $300,000 in 1977, representing a pos- 
sible present value of $757,000. We do not undertake to express an 
opinion on this unsettled question of tax law. 

We consider this possibility too contingent to justify a present in- 
crease in the $9.4 million equity for creditors and stockholders. The 
possibility of a more favorable outcome is one of many contingencies 


17°The tax credits apply directly to reduce tax liability, thus having a 100% effect. 
Deductions reduce taxable income and save not more than 48% of this amount in actual 
taxes. We show the maximum saving, rather than the deduction, in the text. 

“The major difference arises from Imperial’s adoption of accelerated depreciation for 
tax purposes. It is now at a point where its tax deduction is substantially less than the 
book charge. The difference will grow from $168,000 in 1975 to $292,000 in 1979, leveling 
off thereafter. Income taxes are payable on this amount in addition to reported income. 
Tf new properties are acquired after reorganization, this adverse tax situation can be 
averaged downward. 
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affecting the valuation, and it has been weighed in arriving at our 
overall conclusion that $9.4 million is an appropriate value. If a tax 
benefit is actually realized after 1975, the saving will be applied di- 
rectly to retire notes, thereby increasing the equity of the new common 
stock. 


V. FAIRNESS AND FEASIBILITY 


Our previous reports discussed the general principles governing the 
determination of the fairness and feasibility of a plan (Corporate 
Reorganization Release Nos. 312 and 313 at 45 S.E.C. 50-52 and 
347-350, respectively). There is no need to restate our prior discussion. 


A. FAIRNESS 


The principal issue of fairness turns on the treatment of the general 
creditors (Class 7(b)) vis-a-vis the holders of the debtor’s notes 
(Class 7(a)). The contractual subordination of the debentures gives 
Class 7(a) valuable legal rights not shared by the general creditors 
in Class 7(b). These advantages, however, are fully recognized by 
reallocating to Class 7(a) the cash and notes which, absent subordina- 
tion, would have been allocated to the debenture holders (Class 8) 
for their claim. The 35.2% in common stock provided for the deben- 
ture holders includes common stock that, without subordination, 
would have been allocated to the noteholders. But Class 7(b) is not 
subordinate to Class 7(a), and the distribution to Class 7(b) should 
reflect its equal status with Class 7(a). There is no color of any right 
to the priority the plan creates between equals by subordinating the 
Series B to the Series A notes which are to be distributed to the two 
classes. 

It is argued that Class 7(a) is paying for the priority by waiving 
interest on their Series A notes. These noninterest-bearing notes, dis- 
counted to present worth, would yield a value substantially less than 
the principal amount. But the question is not what Class 7(a) is will- 
ing to give up for the accelerated retirement of its notes. The issue 
is whether Class 7(b) is adequately compensated for the subordinate 
position the plan seeks to impose upon it. Clearly, it is not. 

Under the plan Class 7(a) would receive, exclusive of cash, Series 
A notes in principal amount of $2,428,000 at December 31, 1974, bear- 
ing no interest. If we assume an interest rate of 6%, the same rate as 
the plan provides for the Series B notes, the aggregate interest pay- 
able on the Series A notes in 1975-1979 would be $436,800. A waiver 
of interest undoubtedly would reduce Imperial’s fixed charges and 
improve its cash flow but with very little comfort for Class 7(b). 

The saving in interest should be adjusted for Federal income taxes 
which at the normal rate would reduce the net benefit to about 
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$227,000.** This saving yields no benefit to Class 7(b) as creditors 
since it would receive no payment of interest or principal on its Series 
B notes so long as Series A notes are outstanding. The benefits, such 
as they are, would flow to stockholders, and as owners of 39% of the 
new stock, Class 7(b)’s benefit would amount to $88,500 over the five 
years during which the Series A notes are to be retired. 

For this modest increment in benefits, it is proposed that the Class 
7(b) assume substantial investment risks to which Class 7(a) is not 
exposed. The Series B notes are given a third lien position while the 
Series A notes are outstanding; and their payment is postponed to 
1980-1984, after the Series A is retired. 

Class 7(b) is allowed on its deferred notes an interest rate of 6% 
which, considering present costs of money on prime debt securities, is 
hardly a realistic yield. Besides, 6% is only the nominal rate on the 
Series B notes. In terms of the scheduled payment of principal and 
interest, the effective yield is 4.62%. To provide a realistic increase in 
the interest rate would only magnify the unfeasibility of the plan and 
substantially devalue the common stock to which the plan assigns a 
value of $4.89 a share. 

Class 7(b) also is discriminated against in two other respects. The 
amount of cash and notes reallocated to Class 7(a) from the subordi- 
nated debenture holders was not sufficient to provide payment in full. 
This deficiency arbitrarily was made up by taking notes to which Class 
7(b) was entitled and substituting stock allotted to Class 7(a). 
Moreover, with respect to interest accruals subsequent to October 1, 
1974, the plan provides that Class 7(a) is to receive additional Series 
A notes, but Class 7(b) is to receive common stock. 

In his testimony at the hearing, the trustee stated that the plan is 
fair. This was qualified by his statement that, although it is not 
precisely what he would like, the parties who negotiated the plan are 
satisfied. It appears that these negotiations took place between repre- 
sentatives of the General Tire pension funds and Union Bank, the 
principal noteholders, and a representative of the general unsecured 
creditors, who is also counsel for the creditors committee.’* Counsel 
apparently was influenced by his belief that no plan could be adopted 
without the concurrence of these two noteholders, who represent about 
38% of the total claims in the combined Class 7. 

There is nothing to negotiate and compromise. Class 7(2) and 
Class 7(b) are general creditors of equal rank, and this Court has so 


1#For this purpose, the availability of the tax Joss carry forward is immaterial. A 
deduction for Series A interest would produce ful) tax savings at some point during the 
5-year period, since the most optimistic estimate of the carry forward leaves subsiantial 
taxable income during this period. 

18 This committee, which filed a notice of appearance in 1965, ceased meeting at an 
early stage and delegated authority to an executive committee consisting vf these three. 
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found.’* The “fair and equitable” standard of Chapter X requires that 
they be treated equally. Class 7(a) claimants should not receive an ad- 
vantage over those in Class 7(b) on the veiled assumption that, as 
dominant creditors, they may veto any plan that does not provide for 
the accelerated payment which the present plan grants to them. 


B. FEASIBILITY 
Among other things, feasibility requires that the reorganized 
so 5 
company have sufficient working capital and earning power so that it 
will be assured of covering by an ample margin all of its financial 
obligations, including expenditures for renewals and replacements and 
the payment of interest and principal on its debt obligations when due. 

The feasibility of the proposed plan assumes the subordination of 
Class 7(b) to Class 7(a), which we have shown is unfair. It also de- 
pends on the assumption that $840,000 of income taxes will not be 
paid in 1976 and 1977. That assumption is open to question (pp. 904— 
905, supra). Table XI below shows that, even with these assumptions, 

9 Sj 
the forecast of cash availability in the critical pericd through 1979 is 
marginal at best. 

In addition to normal maintenance, the Imperial chain spends about 
$400,000 annually on renewals and replacements, of which about 25% 
is paid by the co-owners. Imperial must provide about $300,000 per 
annum, for which the forecast cash flow is not sufficient. Since borrow- 
ing for the deficit would be improvident, even if possible, Imperial 
would have to choose between permitting motels to run down or sell- 
ing motels in order to apply one half of the net proceeds to the deficit 
and the other half to Class 7 (a). 

Failure to gain the assumed tax savings in 1976 and 1977 would wipe 
out most of the cash flow in those years and with it the accelerated 
payments to Class 7(a). It would also make more acute the replace- 
ment fund shortage and delay the payments to Class 7(b) for another 
year. 

The trustee stated that, absent refinancing, the plan would permit 
Imperial to continue in a more or less stagnant, static condition. And 
counsel for the creditors committee stated that the plan is designed 

144The “common denominator” of the claims of creditors in Classes 7(a) and 7(b) is 
that they are unsecured. The fact that they take different forms does not require sep- 
arate classification absent substantial differences in the nature of the claims. In re Los 
Angeles Land and Investments, Ltd., 282 F.Supp. 448, 454 (D. Hawaii, 1968); and 6A 
Collier on Bankruptcy, 238 (14th ed., 1975 rev.). Cf. In re Palisades-On-The Desplaines, 
89 F.2d 214, 217 (C.A. 7, 1937). 

“TC]lassification should in nowise depend upon the nature of the claimant or his 
interest in the sense of his bias or leanings, but only upon the nature of the claim.” 
J. P. Morgan & Co. v. Missouri Pac. R. Co., 85 F. 2d 351. 352 (C.A. 8, 1936), certiorari 
denied, 299 U.S. 604 (1936). The same holds true for the treatment to be accorded to credi- 
tors whose claims rank equally. 


158 “Submission to coercion is not the application of ‘fair and equitable’ standards.” 
Case v. Los Angeles Lumber Products Co., Ltd., 308 U.S. 106, 123 (1939). 
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TABLE XI 
[In thousands] 


Trustee’s cash flow, before mortgage pay- 


1,024 Mortgage payments 
Minimum Class A payment * 


Available for replacements 


Computation of additional payments on 
Series A, and Series B in 1980: 
Actual Cash flow 
Accrued interest ¢ 
Capital improvements (Series B) 
Cash flow (formula) 4 


50% of formula to be paid in following 


® Based on $2,367,000 of notes plus $90,000 accrued interest to June 30, 1975. 

b Exhibit T-9 shows $559,000 in 1975 which fails to allow for the fact that the $192,000 in interest on claims 
deducted is not intended to be paid. 

e For purposes of computing payments from excess cash flow under the proposed note terms, it would 
appear that accrued interest on claims, even though not paid, may be deducted. 

4 We do not believe that it was intended that a payment on notes in addition to the minimum annual 
payment is deductible from cash flow in the year in which it is paid as “debt amortization,’’ so as to affect 
the excess cash flow for the next year, although this is a possible interpretation of the plan. 

1 Paid in full. 


primarily to make the stockholders refinance this debtor within « year 
after it comes out of court. After pointing out that the character of 
the proposed notes would permit a large gain to Imperial by their ac- 
quisition at a discount,’* he further stated that the plan would not 
permit the reorganized company to improve or expand while the notes 
are outstanding. 

The feasibility of a plan must not depend on a subsequent refi- 
nancing on unpredictable terms. Such a plan is no more than an agree- 
ment to formulate a new plan after Imperial leaves the jurisdiction 


of the court. 
VI. PRoposED AMENDMENTS TO PLAN 


We believe that the plan can be appropriately amended. We pro- 
pose that a single series of notes be issued for unsecured claims other 
than subordinated debentures. Such notes, in the amount of $4,876,000, 
will have a term of 10 years and bear interest at 8%. The plan will 

16 Here again, Series A noteholders would be in a much stronger bargaining position 


because of their priority and short maturity than the junior and scattered Series B 
noteholders. 
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provide a sinking fund of $1 million per annum to meet principal pay- 
ments on existing mortgages and the new notes. In view of the sub- 
stantial principal payments on the mortgage debt in the next three 
years, the sinking fund payments on these notes will not commence 
until 1979, but interest will be paid annually. 

The effect of our proposed amendments is indicated in Table XII 
below, which is based on the trustee’s forecast. This Table is not a 
year-by-year prediction of Imperial’s business over the next 10 years. 
It is a test, on rather conservative assumptions, of the practicability 
of such an approach. Nor do we suggest that this is the only acceptable 
plan. Our proposal is merely designed to demonstrate, by a concrete 
example, that a fair and equitable and feasible plan can be devised. 


TABLE XII.—PROPOSED INCOME AND CASH FLOW 
[In thousands] 





1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 


Trustee’s forecast of net 
income before income 
tax & interest (Ex. 


po pas ee a eae $1,286 $1,447 $1,497 $1,552 $1,496 $1,500 $1,500 $1,500 $1,500 $1,500 
Interest on mortgagedebt. 466 376 292 219 144 93 61 40 26 13 
Interest on 8% notes.._.-- 390 390 390 390 390 361 319 263 197 130 
PE WN sien ikcncaensdus 25 25 25 25 25 25 25 25 25 25 
PCIE ORE Oooo 8s oo Sacdwne 418 499 576 590 626 661 696 733 769 
Deductions.......-.-. 881 1,209 1,206 1,210 1,149 1,105 1,066 1,024 981 937 
INGG INGONIG. sce na cone 405 238 291 342 347 395 434 476 519 563 
Depreciation—Imperial 
ee i oes 970 979 980 996 1,013 1,025 1,056 1,089 1,127 1,166 
Mortgage retirement...... (1,024) (1,012) (934) (975) (635) (473) (301) (177) (160) (99) 
RUNES SRE oe rns ae Sa caes doesn acl caw esccomannpid eke (365) (527) (699) (823) (840) (901) 
Available for 
replacements...... 351 205 337 363 360 420 490 565 646 729 
Balance of notes......-.-. 4,876 4,876 4,876 4,876 4,511 3,984 3,285 2,462 1,622 721 


Per share income-.....-.-- 0.42 O.25 0.31 0.36 40.36 8 0.41 0.46 0.50 0.55 0.58 


® For the years 1980-1984 we have make no allowance for the trustee’s forecast of a 5% annual growth rate. 
See p. 901 supra. 
b Tax computations: 


1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 


Income before 

federal tax........ $405 656 $790 $918 $937 $1,021 $1,095 $1,172 $1,252 $1,332 
Depreciation varia- 

GS se cece. 168 214 249 281 292 283 282 278 276 271 
Taxable income... 573 870 1,039 1,199 1,229 1,304 1,377 1,450 1,528 1,603 


Federal tax 48%..... carry 418 499 576 590 626 661 696 733 = 769 
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Table XIII below shows the allocations required to provide equality 
of treatment of unsecured creditors and to give effect to the subordina- 
tion of the debentures, all on the basis of claims at December 31, 1974. 


TABLE XIII 


[Dollars in thousands} 


Claims to Unsatis- 
12/31/74 Percent Notes Percent fied Percent 
balance 


$2, 412 
1,613 Subordinated 
debentures. _ ee ae 


4, 767 Total 7 2, 412 50. 6 
4,871 General claims. : 2, 464 50.6 ; 


9, 638 Total Debt_--- 











COMMON STOCK DISTRIBUTION 


[Dollars in thousands] 





Unsatisfied Amount Percent of 
Balance at $4.89 Shares outstanding 
12/31/74 





61,000... Generel Geis. 8 on cut canan ce $1, 709 
1,613 Subordinated debentures 1,672 


3, 262 Total debt (at 212 shares per $1,000) 3, 381 
251 Preferred (at 36 shares per share) 254 
Common (at 4 share per share) 1,024 











The above table is based on liabilities at December 31, 1974, rather 
than at October 1, 1974. The increase of about $150,000 in liabilities 
during the quarter requires the issuance of securities in a like amount. 
The present plan makes the same provision. Since Imperial earns its 
interest accurals by a comfortable margin, it is appropriate to adjust 
the securities to be issued in this manner. 

Under our proposal, 15.6% of creditor claims will be paid in cash 
and 50.6% will continue as debt of reorganized Imperial, with im- 
proved status. The interest rate on the new notes will be increased 
to 8%. The notes will be a second lien, which will become a first lien 
as rapidly as underlying mortgages are paid, and provision is made 
for a substantial sinking fund for their orderly retirement in 10 years. 
We allow a 4% step-up to creditors on the 33.8% portion of their 
claims to be satisfied with common stock.'” 


17 We previously had recommended a liberal step-up for creditors whose claims were to 
be satisfied principally with common stock and without the other compensatory features 
that our proposed amendments now provide for them. Corporate Reorganization Rel. No. 
313, 45 S.E.C. 338, 360, 372 (1973). 
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The debenture holders receive only common stocks equal in value 
to 104% of their claims without additional compensation for the full 
loss of their creditor position. This is not unfair to them. They are 
left only with stock because proportional interest in cash and notes is 
transferred to creditors to whom they are subordinated. The stock- 
holders of Imperial gain nothing from the subordination and the 
exchange between these creditors as a result of the subordination. It 
would be unfair to make them pay the price for the subordination by 
allocating some of their equity to the debenture holders. 

We recommend that the plan be further amended to provide that 
December 31, 1974, be its effective date and that interest on the notes 
issuable under the plan be paid in cash from that date. If, for any 
reason, the plan is not consummated, such payments would apply to 
the underlying claims. There is no justification for withholding from 
creditors cash which is available for distribution. 

When the allocation of notes, as we have suggested, has been made, 
the amounts required to pay interest on claims are about the same as 
interest on the new notes as shown in Table XIV. 


TABLE XIV 


[In thousands] 


Claim 8% Interest Interest 








12/31/74 notes on notes on claims 
IN i tes cg isa, us ks man eda os alee eeaame $2, 412 $193 $120 
LA BR SE Ey ea te ED ES IRE EE ES IN C2 kat An Pe RS pee Se eRe ee 64 
4, 767 PR 6 Sakinn tet torah a ntebsoe te 4b aacaenen nae 2,412 193 184 
0 ee Se ies 2 ea ee cee Oe Seg ee 2, 464 197 205 


The proposed notes would be issued under an indenture. The inden- 
ture should, in addition to the minimum sinking fund shown in Table 
XII above, provide that all the net proceeds on disposition of proper- 
ties be applied to the retirement of the new notes. Any tax loss carry 
forward savings actually realized after 1975 should be similarly 
applied. 

Based on the forecast, payment of dividends on the common stock 
would not be feasible for several years, although the debt retirement 
program would rapidly increase both equity and earnings on the com- 
mon stock. In the later years of the 10 year period, cash flow reaches 
a level which would appear to permit dividends. We would not recom- 
mend a flat prohibition on payment of dividends so long as notes are 
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outstanding but would recommend an additional sinking fund pay- 
ment equal to the amount of any dividend declared. 

Imperial’s pro forma capitalization as of December 31, 1974, would 
be as set forth in Table XV. 


TABLE. XV 


[000 omitted] 





Combined Percent Imperial’s 
portion 








$7,977 
DT cc naced annus 4, 876 


BIO . 2h nate ea sete 12, 853 
Co-owners equity. 2, 688 
Common shares 4, 659 


20, 200 














The mortgage debt, not affected by the plan, is exceptionally low for 
a company of this character. 

Pro forma interest charges, including both mortgages and notes, are 
$856,000 in 1975, declining as mortgages are retired to $534,000 in 1979. 
The projected income, before interest and taxes, covers these charges 


1.5 times in 1975 and 2.8 times in 1979. A 1.9 times coverage is forecast 
as early as 1976. Although starting as essentially a second mortgage, 
the first lien position of the new notes develops rapidly.'® By 1979 there 
would be no senior lien on a substantial majority cf the properties and 
Imperial’s remaining share of the mortgages would be less than $2 mil- 
lion. The proposed common stock, valued for reorganization purposes 
at $4.89 a share, is forecast to have annual earnings throughout the 
first five years averaging about 34 cents a share, with a significant 
prospect of growth as interest charges are reduced. (Table XII). 
The amendments we propose would mend the breach the plan has 
created between unsecured creditors. Perhaps a plan based on their 
essential unity as a class may encourage and gain the acceptance that 
the divisive and unfair features of the present plan now preclude. But 
if a plan, amended as we propose, is approved by tliis court and credit- 
ors now designated in Class 7(a) should refuse to accept it, that would 
not mark the end of the statutory road. Chapter X provides some cor- 
rective measures for that contingency. Section 179 permits the judge 
not to count negative votes of creditors “whose claims are disqualified 


18 At the time of the hearing, only three motels were free of mortgages, but the mort- 
gage schedules indicate that mortgages will be paid in full at the annual rates of 8, 8, 13, 
15, 9 and 9 from 1976-1981 inclusive. Another 13 would be paid by 1984. Three of the 
remaining four mortgages extend into the 1990's. 
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pursuant to Section 203 of this Act” * or those creditors who, pursuant 
to Section 216(7), are “afforded adequate protection for the realiza- 
tion by them of the value of their claims.” *° 

The object of Chapter X is to preserve the going concern value of 
an estate for the benefit of all who have an equity therein, in this case, 
creditors and stockholders. More than a fiat by the present noteholders 
is required to deprive the others of their interest. A plan which pro- 
vides the noteholders with full payment in cash and secured debt may 
not be what they would like. But we believe it satisfies every legal 
right that they have under Chapter X. 


VII. OTHER MATTERS 


Section 216(11) of Chapter X requires that the plan shall include 
equitable provisions with respect to the election of directors, and under 
§ 216(12) the charter of the reorganized company must provide “for 
the fair and equitable distribution” of voting power among the security 
holders. We have interpreted these provisions as requiring cumulative 
voting in the election of directors, and the plan in this proceeding 
should be amended accordingly. The plan should further be amended 
to provide for pre-emptive rights to stockholders. Without such rights, 
the interest of the stockholders of the reorganized company would 
be subject to dilution by a distribution of additional common stock, 
and the plan would be incompatible with the safeguards for stockhold- 
crs provided for in § 216(11).”! 

The notes and common stock of reorganized Imperial to be issued 
under the plan “in exchange for securities of or claims against the 
debtor” are exempt from the registration and prospectus provisions 
of Sections 5 of the Securities Act of 1933 (15 U.S.C. 77e). This ex- 
emption does not apply to the provisions of Section 306 of the Trust 


1” Section 203 provides in pertinent part: 

“If the... failure to accept a plan by the holder of any claim... is not in good 
faith, ... the judge may, after hearing upon notice, direct that such claim... be 
disaualified for the purpose of determining the requisite majority for the acceptance 
of a plan.” 

2 See Country Life Apartments, Inc. v. Buckley, 145 F.2d 935 (C.A. 2, 1944) ; Gross v. 
Bush Terminal Co., 105 F.2d 930 (C.A. 2, 1939); and Texas Hotel Securities Corp. v. 
Waco Development Co., 87 F.2d 395 (C.A. 5, 1936), certiorari denied sub nom. Waco 
Development Co. v. Rupe, 300 U.S. 679 (1937), a case which arose under the subsection 
of former Section 77B of the Bankruptcy Act (the predecessor of Chapter X) which was 
substantially identical to Section 216(7). 

Section 216(8) dealing with stockholders, the parallel provision to Section 216(7), 
was recently invoked by a district court in confirming a reorganization plan that pro- 
vided ‘‘adequate protection for the realization by (a class of dissenting stockholders) of 
the value of their equity.” In re Atlanta International Raceway, Inc., No 70556 (N.D. 
Ga., order entered Dec. 27, 1973), aff’d 505 F.2d 732 (C.A. 5, 1974) (Mem.), certioraré 
denied sub nom. Price v. Cotton, 421 U.S. 976 (1975), 95 S. Ct. 1975, 44 L. Ed. 2d 467 
(1975). 

21 As to both of these requirements see Yarker Petroleum Co., Inc., 89 S.E.C. 548, 570-571 
(1959) ; Yale Express System, Inc., 44 S.E.C. 772, 789 (1972). 


246-829 0 - 79 - 59 
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Indenture Act of 1939 (15 U.S.D. 77fff) requiring the qualification of 
an indenture with respect to debt securities to be issued under the 
plan.”? 

Prior to the inception of this reorganization proceeding, Imperial 
was subject to the registration and reporting requirements of Section 
12(g) of the Securities Exchange Act of 1934 (15 U.S.C. 781(g)), and 
it will continue to be subject to these provisions after reorganization. 
We recommend that, as soon as practicable after confirmation, appro- 
priate pro forma financial statements of the reorganized company be 
submitted to our Division of Corporation Finance for examination and 
review. 

By the Commission. 


22 See Trust Indenture Act Rel. No. 30, p. 2 (August 28, 1944). 





IN THE MATTER OF 
KOSS SECURITIES CORPORATION 
THEODORE KOSS 
File No. 3-3258. Promulgated August 8. 1975 
Securities Exchange Act of 1934 


MEMORANDUM OPINION AND ORDER 
BROKER-DEALER PROCEEDINGS 


Practice and Procedure 


Prior Exclusionary Orders—Effect of on pending proceedings 
Discontinuance 


Broker-dealer proceedings, discontinued, where further sanctions would add 
nothing to an order previously entered in a factually unrelated case against the 
same respondents excluding them from the securities business. 


Findings Unaccompanied by Sanction 


Where prior exclusionary order made further sanctions inappropriate and war- 
ranted discontinuance, held, findings of willful violation will nevertheless be 
made because such findings will be pertinent should respondents seek to return 
to the securities business. 


APPEARANCES: 


William D. Moran, Donald N. Malawsky, Allan M. Lerner and 
Robert Perez, of the New York Regional Office of the Commission, for 
the Division of Enforcement. 

N. George Turchin, for Koss Securities Corporation. 

Morris Weissberg, for Theodore Koss. 

In this broker-dealer proceeding, the administrative law judge found 
that Koss Securities Corporation and Theodore Koss, its president 
and major stockholder, sold over 28,000 unregistered shares of Spec- 
trum Ltd. in willful violation of Section 5 of the Securities Act.t They 

1The administrative law judge found that respondents obtained Spectrum stock owned 
by Central National Fund from Central’s president, Louis Marder. Marder was a con- 
trolling person of Spectrum. He was engaged in a scheme to distribute substantial amounts 
of Spectrum stock to the public through Central and other Spectrum stockholders. Re- 
spondents’ claim that the exemption for dealers’ transactions given by Section 4(3) of 
the Securities Act applied to them was rejected because that exemption is inapplicable 
where the dealer is engaged in a distribution on behalf of a controlling person. The ad- 
ministrative law judge found that “there were numerous red flags that should have put 


Koss on notice of the need for making further inquiry before participating in a distribu- 
tion of unregistered Spectrum shares...” 


45 8.B.C.—34——-11581 
915 





916 SECURITIES AND EXCHANGE COMMISSION 


were also found to have made those sales by misrepresenting the qual- 
ity of the company and of its stock, in willful violation of the anti- 
fraud provisions of the Securities and Securities Exchange Acts.’ 
These findings led the administrative law judge to conclude that the 
firm’s registration as a broker and dealer should be revoked and Koss 
himself barred from association with any broker or dealer.* 

After an independent study of the record,* we adopt the administra- 
tive law judge’s findings as our own.® Respondents’ attack on the initial 
decision is frivolous.* Were this a normal case, we would affirm without 
hesitation or extended discussion.” 

That course is inappropriate here because: 

(1) Koss and his firm were convicted in May of 1974 on seven counts 
involving felonies in the purchase and sale of securities, mail fraud, 
and conspiracy to commit those offenses.* That criminal proceeding 
was based on a scheme to manipulate the price of the stock of Auto- 
mated Information Systems, Inc.® It was wholly unrelated to this case. 


2Section 17(a) of the Securities Act, Section 10(b) of the Securities Exchange Act. 
and our Rule 10b—5 under the latter section. 

3 However, Koss’s bar was coupled ‘‘with the proviso that after a period of 4 months 
from the effective date of this order he may apply to become associated with a registered 
broker-dealer in a capacity other than one which is proprietary, managerial, or super- 
visory upon a satisfactory showing to the staff of the Commission that he will be ade- 
quately supervised and that his association with a broker-dealer would not otherwise be 
contrary to the public interest.” 

We made that study after granting respondents’ petition for review of the entire de- 
cision and our staff’s petition for review of the proviso with respect to Koss quoted in the 
preceding footnote. 

5 Based on the testimony of seven investor witnesses, the administrative law judge found 
that respondents had recommended their purchase of Spectrum stock. Koss had told them 
that Spectrum was a “good stock,” without telling them about Spectrum’s operations and 
financial condition, and that the stock would ‘‘appreciate considerably within two or three 
weeks.”’ Together with respondents’ lack of information on Spectrum which could not have 
“afforded any reasonable basis for Koss’s predictions regarding Spectrum,” the administra- 
tive law judge found that Koss’s “predictions of a specific and substantial increase in 
the price of a speculative security within a relatively short period of time were inherently 
fraudulent and cannot be justified.” See, e.g., Kennedy, Cabot & Co., Inc., 44 S.E.C. 216, 
222 (1970). 

®On the other hand, our staff’s exceptions to the proviso with respect to Koss are well- 
taken. Koss’s violations were extremely serious. They involved gross and palpable fraud. 
And their gravity is certainly not mitigated by the administrative judge’s observation 
after seeing and hearing the witnesses that ‘‘Koss’s flat denials of various statements he 
made to the customers . . . would not win him any kudos for candor.” In these circum- 
stances we do not see ‘how Koss’s return to the securities business in any capacity after 
a mere four months could possibly be viewed as compatible with the public interest or 
with the Exchange Act’s remedial objectives. 

7 Were it not for the proviso with respect to Koss which we should be constrained to 
expunge (compare Crow, Brourman & Chatkin, Inc., 42 S.E.C. 938, 950-951 (1966); 
Richard Bruce & Co., Inc., 43 S.E.C. 777, 783-784 (1968), applications for rehearing and 
requests for leave to adduce additional evidence denied sub nom. Melvyn Hiller, 43 S.E.C. 
969 (1968), affirmed sub nom. Fink v. S.E.C. 417 F. 24 1058 (C.A. 2, 1969)), summary 
affirmance pursuant to the last paragraph of Rule 17(d) of our Rules of Practice would 
probably be deemed appropriate. Compare Spence & Green Chemical Company, 45 S.B.C. 
521 (1974). 

§ Koss was also found to have submitted false documents to us. 

® United States v. Theodore Koss, et al., U.S.D.C., S.D.N.Y., 73 Cr. 903. The United 
States Court of Appeals for the Second Circuit affirmed the judgments of conviction. And 
the Supreme Court denied Koss’s petition for a writ of certiorari. 
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(2) The aforementioned convictions led us to institute another and 
an altogether different broker-dealer proceeding against these same 
respondents for the purpose of determining whether those convictions 
were sufficient in themselves to warrant respondents’ exclusion from 
the securities business.’° 


(3) Respondents did not choose to answer the order that initiated 
that proceeding. 


(4) On their default, an order was entered on June 9 of this year 
revoking the firm’s broker-dealer registration and barring Koss from 
association with any broker or dealer." 

Further proceedings with respect to a broker-dealer registration that 
has already been revoked are pointless.’? Nor is it necessary to enter 
another order against an individual who has already been barred. 

Hence we shall discontinue. That does not render our findings in this 
case nugatory. Should Koss or his firm seek to return to the securities 
business,** they will have to hurdle the barrier raised by this opinion *° 
in addition to the even more formidable one flowing from their crimi- 
nal convictions.’* 

Accordingly, IT IS ORDERED that this proceeding be, and it 
hereby is, discontinued. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans and Sommer) ; Commissioner Potiack not participating. 


1 Administrative Proceeding File No. 3—4537. 

11 Koss Securities Corporation, Securities Exchange Act Release No. 11459 (June 9, 
1975). 7 SEC Docket 144. 

2 See M. G. Davis € Co., Inc., Securities Exchange Act Release No. 11239 (February 
12, 1975), 6 SEC Docket 263. 

13 See Bruce Halpern, Securities Exchange Act Release No. 11415 (May 13, 1975), 6 
SEC Docket 891. 

14 As we said in Applications for Relief From Disqualification, Securities Exchange Act 
Release No. 11267, Investment Company Act Release No. 8689, Investment Advisers Act 
Release No. 438 (February 26, 1975), 6 SEC Docket 346: “The Commission recognizes 
that situations may exist where in light of changed circumstances and after the passage 
of a period of time, it may appear appropriate to the Commission, in its discretion, to 
permit a disqualified individual or firm to have the disqualification lifted, if, in general, 
the applicant can make a showing satisfactory to the Commission that re-entry into the 
securities business would be consistent with the public interest.’’ Judicial notice has been 
taken of our discretionary power to lift or modify disqualifications, Tager v. S.H.C., 344 
F.2d 5, 9 (C.A. 2, 1965) ; Vanasco v. S.E.C., 395 F.2d 349, 353 (C.A. 2, 1968) ; Hanly v. 
8.E.C., 415 F. 2d 589, 598 (CA. 2, 1969) ; Fink v. S.H.C., 417 F. 2d 1058, 1060 (C.A. 2, 
1969). In view of the gravity of respondents’ crimes, talk of their possible return to the 
securities business is probably academic. Nevertheless, they may at some future time want 
to make an attempt. Serious though criminal convictions are, even they do not necessarily 
lead to inflexible, lifetime bars. Cf. A. J. White € Co., 45 SHC. 459, 462 (1974); F. H. 
Winter & Co., 11 S.E.C. 122 (1942) ; Norvin T. Harris, Jr., 29 S.B.C. 519 (1949). There is 
a very large measure of discretion in these matters. And each application for readmission 
depends on its own facts and circumstances. 

13In view of what we have said in earlier footnotes, that barrier is in no way weakened 
by the proviso that the administrative law judge inserted with respect to Koss’s bar. 

16 Compare Benjamin Werner, 44 S.E.C. 886 (1972). See also R. Baruch and Company, 
43 S.E.C. 13, 20-21 (1966). 





IN THE MATTER OF 
KING RESOURCES COMPANY 
INTERNATIONAL RESOURCES L'\i!TED 
Promulgated August 13, 1975 


ADVISORY REPORT OF THE SECURITIES AND EXCHANGE 
COMMISSION ON PLAN OF REORGANIZATION 


This advisory report is submitted pursuant to Section 173 of Chapter 
X (11 U.S.C. § 573) with respect to the amended plan of reorganiza- 
tion for King Resources Company (“KRC”) and International Re- 
sources Limited (“IRL”). IRL is a United Kingdom registered corpo- 
ration and wholly owned subsidiary of KRC. 

On August 14, 1971, an involuntary petition for reorganization 
under Chapter X was filed against KRC in the federal court for the 
Northern District of Texas. The petition was approved August 23, 
1971, but after a hearing, held on October 15, 1971, concerning proper 
venue, the case was transferred to the District of Colorado. Charles A. 
Baer was appointed as successor trustee to the trustees appointed in 
Texas and has served since his date of appointment. 

On March 3, 1972, IRL filed a voluntary Chapter X petition in the 
same court. The KRC trustee was appointed trustee of IRL, and 
both proceedings were consolidated. 

Hearings on the trustee’s plan, commenced December 3, 1973, were 
adjourned from time to time and were concluded on February 13, 1975. 
A plan of liquidation, filed by four bank creditors was found not to be 
worthy of consideration. The trustee’s amended plan was found to be 
the only one worthy of consideration. The court referred the plan to 
this Commission for examination and report pursuant to Section 172 
of Chapter X (11 U.S. C. § 572). 

In the opinion of the Commission the plan, including settlements 
therein incorporated, if amended as indicated later on, would be fair 
and equitable. It is also feasible, on the assumption that proposed set- 
tlement of certain litigation is finally approved. 


I. THE DEBTOR AND AFFILIATED ENTITIES 


KRC is a successor to King-Stevenson Gas & Oil Company, Inc. 
(“KSGO”). KSGO was originally owned by John M. King and by 


45 S.E.C.—CR——316 
918 





KING RESOURCES COMPANY, ET AL. 919 


Ben T. Stevenson. Stevenson left the company at an early stage of its 
history. KSGO changed its name to KRC, and about two years later 
was reincorporated in the State of Maine. No direct public offering of 
KRC common stock was made. Commencing on February 5, 1963, 
several series of convertible debentures were sold publicly and sub- 
sequently converted into common shares. A secondary offering of about 
a third of the shares then owned by the principal stockholders was 
made to the public on June 20, 1967. Stock was also issued for property 
acquisitions and under executive stock options. A series of stock divi- 
dends, 2 for 1 in 1967, 3 for 1 in 1968 and 3 for 1 in 1969, multiplied 
the outstanding shares by 18. At the commencement of the proceed- 
ing, KRC had issued 18,619,313 shares, held by some 30,000 holders. 
King’s holdings were reduced by that time to 14.72% of the out- 
standing shares. 

KRC and its predecessors have been engaged in oil and gas drilling 
and production. KRC also engaged in acquiring and selling oil and 
gas properties, and subsequently enlarged its business by dealing in a 
wide range of natural resource properties. It dealt both in producing 
properties and in prospects which appeared suitable for exploration 
and development. KRC offered contractual services related to such 
activities. The portion of its revenues derived from sales of resources 
and related services grew from 35% in 1964 to 95% in 1968. 

In 1966, Colorado Corporation, a private company owned prin- 
cipally by King and his family commenced sponsoring limited part- 
nerships, which purchased property from KRC.! Between 1966 and 
1969, these limited partnerships raised about $130 million from public 
sale of limited partnership interests to about 13,000 investors. Most of 
these enterprises are the subject of another Chapter X proceeding in 
this Court.’ Colorado Corporation was adjudicated bankrupt on Sep- 
tember 6, 1974. 

In 1963, KRC commenced to sell large volumes of natural resource 
properties to the Natural Resource Fund Account of F.O.F. Pro- 
prietary Fund, an arm of Fund of Funds (“FOF”), which in turn 
was an offshore investment company managed by I.0.S. Ltd. By 1969, 
FOF became the largest purchaser of such interests from the debtor 
and accounted for over one-third of KRC sales. 

We will not attempt to describe the specific relationships among the 
1.0.8. group. At present, Global Natural Resources Properties, Ltd., 
organized under the laws of the United Kingdom, Natural Resources 
Corporation, a Maryland corporation, and Global Arctic Islands Ltd., 
~2The general partners in each partnership were Imperial-American Resources Fund, Inc. 
(“IARF’’) for producing properties and Royal Resources Exploration Inc. (‘“Royal’’), for 
exploratory prospects. Each general partner was a wholly owned subsidiary of a manage 
ment company of. similar name, and they in turn were wholly owned subsidiaries 


of Colorado. 
2TARF filed its voluntary petition February 25, 1972, Case No. 72 B 566. 
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a Canadian corporation (collectively referred to as “Global’”), ap- 
pear here as successors to the I.0.S. companies. 

KRC raised funds for its operation through the sale of debt securi- 
ties to the public both in the United States and Europe. After the 
earlier convertible debenture series were converted and redeemed, King 
Resources Capital Corp. N.V. (“KRCC”), a wholly owned subsidiary 
of KRC,’ sold in November 1968 in Europe $15 million of its 534% 
subordinated convertible debentures due in 1988 (“foreign deben- 
tures”). These foreign debentures were guaranteed by KRC for pay- 
ment of principal, interest and sinking fund installments. In Decem- 
ber 1968, KRC sold in the United States $25 million 514% convertible 
subordinated debentures (“domestic debentures”), of which about 
$700,000 were converted into common stock. The domestic debentures 
are held by about 2,500 investors. 

Among the major ventures of KRC, in which FOF had a 50% 
undivided interest, were permits to explore for oil and gas in about 
22 million acres of the Canadian Arctic, which had cost FOF about 
$2 an acre. Just before the close of the fiscal year 1969, KRC arranged 
to sell 1gth of FOF’s interest to private investors for $15 an acre, little 
of which was actually paid. On the basis of this sale, FOF revalued 
its investment and reported a gain for 1969 of well over $100 million. 
Inquiries as to the propriety and bona fides of this gain led to broader 
questions as to I.O.S. operations and a financial and managerial crisis. 

During the spring of 1970, King attempted to take over control of 
I.0.S. Approximately $15.8 million of KRC’s funds were used for this 
effort. Of this $8 million was loaned to I.0.S. and is evidenced by a 
914% note due May 31, 1971, collateralized by 4 million common shares 
of I.0.S. Management, Ltd. (now Transglobal Financial Services, 
Ltd.) This note has not been paid. KRC also received warrants to pur- 
chase I.0.S. stock, which are without value. An action against I.0.S. 
in the Federal Court in New Jersey, filed February 17, 1971, is pend- 
ing. I.0.S. counterclaimed for $108 million for damages allegedly due 
to KRC’s failure to complete the promised rescue. 

The remaining $7.8 million was advanced to trusts established for 
the benefit of the family of John M. King or for the benefit of the 
family of Edward M. Cowett, the President of I.0.S. These trusts had 
purchased a large block of I.0.S. voting stock with funds advanced by 


3KRCC issued all its common stock to KRC for $3 million. The $18 million, less under- 
writing costs, raised from the stock and debentures was all loaned to KRC and its sub- 
sidiaries. At December 31, 1971. KRCC’s assets consisted of a $10 bank account and ac- 
counts receivable, including accrued interest, of $8,325,908 from KRC and $10,702,628 
from IRL. KRCC was adjudicated bankrupt November 9, 1971, in the Bankruptcy Court. 
District of Colorado (Case No. 71 B 3125). 

4 Subject to a 121%4% net operating profits interest retained by KRC. It should be 
noted that the various transactions alluded to herein differ to some degree as to the por- 
tions of the Canadian properties involved, so differing quantities of acres are referred 
to in different contexts. 
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banks and brokers. The $7.8 million was used to repay such loans in 
part. The I.0.S. stock was ultimately sold to reduce the balance of the 
loans and KRC’s $7.8 million junior advance had been written off as 
uncollectible. The Chapter X trustee has recovered $2.5 million on 
KRC’s employee’s fidelity bond, based on these transactions. 

KRC had greatly expanded its activities on the basis of its I.0.S. 
relationship, and had commitments, for example, with respect to ti- 
tanium in South Africa, oil and gas in the Sinai Peninsula, an explora- 
tion program in the North Sea, molybdenite in British Columbia, and 
an oil terminal in Maine. It had purchased a full block in downtown 
Denver. IRL was the medium for the more exotic foreign ventures. 
KRC was severely drained of working capital in its abortive attempt 
to gain control of I.C.S. Its cash flow was further curtailed when 
1.0.8. and I.A.R.F., its principal customers, ceased purchasing of 
natural resources interests and related services of KRC. 

As a result, during the last half of 1970 and early 1971, KRC dis- 
continued or disposed of the operations of a number of subsidiary 
companies or divisions. Oil and gas properties were sold and production 
payments and advances were received on gas purchase contracts. Pro- 
grams were terminated, and properties abandoned or farmed out. But 
such cut-backs, while relieving KRC of some of its overexpansion, 
failed to bolster its desperate cash position. 

A formula trade creditors plan was executed on September 18, 1970, 
covering $14,205,690 of KRC’s trade debt. Under this plan KRC 
was obligated to make monthly installment payments, plus interest 
at the annual rate of 10% on the unpaid balance. KRC executed to a 
trustee for the creditor’s committee a mortgage and security agreement 
covering KRC’s interest in facilities situated in and near Portland, 
Maine. KRC also agreed not to sell, mortgage, transfer, surrender or 
encumber, without approval of the committee, its producing oil and 
gas properties in the United States and Canada, exclusive of properties 
held for development or disposition. KRC did not make all the required 
payments under this agreement, and on November 20, 1970, assigned 
to the committee all of KRC’s right, title and interest in the $8 mil- 
lion promissory note from I.0.S., together with the collateral. On 
June 15, 1971, the committee moved to declare default under the plan. 

On July 14, 1971, the Internal Revenue Service filed an $8,310,169 
jeopardy assesment against KRC and its subsidiaries. On July 23, 
1971, the assesment was reduced to $2,539,155, of which $1,677,885 
related to interest equalization taxes allegedly owed as a result of 
loans to I.0.S. and trusts for members of the King and Cowett fami- 
lies. The balance of $861,270 related to interest on income taxes asserted 
to have been due for 1967 and 1968 and payroll taxes. 

Soon thereafter KRC was in default on $20 million of bank debt, 
$15 million of its guaranteed foreign debentures and about $25 million 
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of its domestic debentures. The Chapter X involuntary petition was 
filed against KRC on August 14, 1971. 


II. TRUSTEE’S ADMINISTRATION 


The Chapter X trustee, upon his appointment, arranged to borrow 
$3 million under a certificate of indebtedness to continue operation.® 
Numerous creditors had placed liens on the debtor’s producing wells. 
Production payments were in default and the holders claimed 85% 
of the gross receipts from the oil and gas wells to which they applied 
rather than the pre-default rate of 40%. The purchasers of oil and gas 
withheld the payments and no funds were available to pay produc- 
tion expenses. 

Eventually settlement was reached with the lien creditors with 
respect to 27 domestic oil and gas leases. Under its terms each of the 
lien creditors agreed to release his lien, and to forego contractual 
interest and attorney’s fees, in return for a cash payment of 75% 
from accumulated production and allowance of the 25% balance as 
an unsecured claim. Canadian liens were subsequently settled on 
similar terms. The production payment holders also waived their 
claim to the additional 45% of production. These obligations have 
now been paid in full from the 40% of production. 

To free the oil and gas production from the IRS liens, the trustee, 
after extensive negotiations, secured a partial settlement covering all 
items, except the interest equalization tax. Under the settlement ap- 
proved by the court, the trustee paid $309,000 to IRS. In addition, 
he agreed to deposit in escrow $1,978,715 to secure the IRS on its 
claim for the interest equalization tax, penalties and interest. 

With respect to the properties other than oil and gas, trustee’s 
policy was to sell interests that KRC could not reasonably develop 
because of its limited working capital. Whenever possible, the trustee 
sought to retain an overriding or carried interest in the resource prop- 
erties which would give the debtor a substantial potential recovery 
in the event the particular property proved to be successful. 

The most spectacular interest of KRC were the Canadian oil and 
gas exploration permits. These permits, covering about 25 million 
acres in the Arctic Islands, obligated the debtor to perform explora- 
tory work involving up to $16 million in costs. KRC sold fractional 
interests in this property, subject to contribution for those costs, and 
had entered into a contract with a Canadian subsidiary of the Sun 
Oil Company (“Sunoco”). Sunoco undertook to perform the explora- 
tory work and bear 60% of the cost thereof, for which it was to re- 
ceive a 15% working interest. Prior to the Chapter X proceeding, 
KRC fell in arrears in its contributions, and Sunoco sought to forfeit 


5On March 8, 1972, the Court of Appeals for the Tenth Circuit affirmed the district 
court’s order approving the sale of these certificates. 
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KRC’s interest. The Chapter X court enjoined the forfeiture, and 
an appeal by Sunoco was withdrawn as a result of an interim 
agreement. 

The interim settlement was followed by a general settlement, dated 
February 5, 1974, which also included adjustment of rights between 
the KRC estate, Global and other parties.* The general effect of these 
settlements was to transfer to Sunoco the exploration rights to most 
of the Arctic acreage. The KRC estate received an aggregate of $6.5 
million in cash and a $4 million “work credit” which may be applied 
over the next 10 years to KRC’s share of costs related to working 
interests which it retained. Half of any unused balance is to be paid 
to KRC at the end of 10 years. 

KRC also received a complicated series of fractional interests in 
any production developed in the area. These interests vary from area 
to area and include both overriding royalties and carried working 
interests. Sunoco is to pay KRC’s share of costs on the carried inter- 
ests for five years. The royalty interests do not require further pay- 
ments by KRC. The agreements with Global involved conversion of 
the net operating profit interests KRC had retained in its original 
agreements with FOF into royalty interests in the Canadian Arctic 
and elsewhere. 

The final settlement was evaluated by J. C. Sproule and Associates 
Ltd., a Canadian consulting firm,’ on the following basis: 


TABLE I 





Values 


Before After 
settlement * settlement. 





Working interest $18, 536, 000 
Net operating profits interest 15, 739, 500 
Royalty interest—nonconvertible 4, 473, 200 10, 226, 700 
WRUUNRIIEE Dat G eh aso fe aS eS ain ote we eke gues be suc en ee tat on esas wesenetees 9, 452, 600 
2, 253, 600 2, 080, 900 
« 5,000, 000 


28, 046, 609 





* Includes interim settlement, which also involved an additional $1.5 million cash to KRC. 


The following Table shows condensed 1971-1974 income statements 
of KRC, as reported by the trustee in 1974. Previous reports were 
revised in that year. It should be noted that the large charges to 
depletion and provision for losses in the first two years reflect adjust- 


€The trustee did not settle with King himself concerning his alleged interest in these 
permits but instead moved to reject two pre-Chapter X agreements by the debtor to sell 
fractional interests in Canadian oil and gas exploration permits to King and Colorado 
Corporation. The rejection of the contracts was upheld on appeal. King v. Baer, 482 F.2d 
552 (C.A. 10, 1973). 

7 The Sproule firm, headquartered in Calgary, Alberta, Canada, has experience in photo- 
geological and surface geological field work in Western Canada and in the Northwest 
Territories, including the Canadian Arctic. The firm has built up a considerable amount of 
geological information about the Arctic from 10 to 15 years of accumulated data. 





924 SECURITIES AND EXCHANGE COMMISSION 


ment of previous book values rather than actual transactions in those 
years. 


TABLE II 


[000 omitted] 
1971 


Revenues: 
Sales of resources and services-_-.-__ $1, 538 $4, 397 
Gas & oil production 6, 419 8, 257 
Other income 331 . 1,309 


Revenues 8, 288 8, 509 13, 963 


Expenses: 
Cost of sales -__-__- seen iSeciets Canueaseeanaee 1, 678 704 451 1, 038 
Gas & Oil production... =. ..<. 22034 ee Sees 1, 863 1, 565 1, 272 1, 798 
General and administrative 5, 615 2, 295 2,149 2, 004 
Other expenses. 137 97 181 290 


9, 293 4, 661 4, 053 5, 130 
Operating revenues (1, 005) 4, 586 4, 456 8, 833 
Depletion, depreciation and amortization (9, 494) (9, 126) (3, 631) (2, 779) 
Provision for losses (12, 742) (8, 152) (1, 542) (1, 480) 
Interest and debt expenses- _--__- wba ks ceils bie (5, 660) (1, 115) (791) (210) 
Income (loss) from continuing operations before 
income taxes and extraordinary items (28, 901) (13, 807) (1, 508) (4, 364) 





The following Table III details the losses and write-offs reflected 
above: 


TABLE III—SCHEDULE OF PROVISIONS FOR LOSSES 


[000 omitted] 





1970 1971 1973 1974 Total 


Receivables, trade $1, 975 $ $2, 821 
Noncurrent 9, 093 10, 731 
11, 213 32, 263 

382 


Charged to operating income 7 5 ‘ 46, 197 

Extraordinary: 
Miveinte 20 TOD snceccivoun-taceensd 15, 700 
Revaluation of investments-.-.- eas 5 é f 7, 550 
Middle East exploration 6, 176 
Computer subsidiaries Jane 888 
Other property 7 1, 873 
Tax adjustments—net (420) 


77, 964 
(8, 614) 
Insurance settlement. (2, 500) 
Other liability reductions 7 (36 (636) 


Net write-offs $8, 072 $544 $(7,962) $66, 214 





® $3 million of deferred taxes applied to reduce the book value of producing oil and gas properties. 
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III. ASSETS AND LIABILITIES 


KRC’s principal assets consist of its United States and Canadian 
producing pruperties and its properties held for development, prin- 
cipally the Arctic Island properties. Table IV below presents KRC’s 
consolidated balance sheet at December 31, 1974, as prepared by the 
trustee’s staff and a series of adjustments designed to show the effect 
of (1) operations for 1975 forecast by the trustee, (2) various ac- 
counting adjustments and write-offs, including allowance of a $13 
million unsecured claim in settlement of a class action by KRC public 
shareholders, and (3) consummation of the proposed plan as of Decem- 
ber 31, 1975. Assets are stated at amortized cost, less write-offs of 
doubtful items effected by the trustee. These assets and the valuation 
evidence is discussed later on in this report. 

As shown in Table IV above, the principal amount of creditor 
claims to be dealt with by the plan, including pre-bankruptcy interest, 
after crediting cash payments under the plan, is $86.6 million. Book 
liabilities in the amount of $6,282,000 are left to be resolved in pending 
litigation. 

Excluded items totaling $1.9 million are liability accounts with for- 
mer affiliates. Receivables of $5.3 million from these affiliates, written 
down to $1.7 million, are retained by the trustee as offsets. The trustee 
is also denying liability on a note for $1,932,000, including prebank- 
ruptcy interest, issued in the I.0.S. control transaction. The other 
reserved claims, all contested, of approximately $2.4 million, involve 
four other substantial disputed transactions.® 

To the extent that liability may result from those disputes or other 
pending litigation, total allowed claims would be enlarged and addi- 
tional stock would be issued under the terms of the plan. The exposure 
would not seem to be of sufficient magnitude to alter materially the con- 
templated distribution. 

The $86.6 million of allowed claims includes $23.3 million of notes, 
$10.9 million of other debt, $39.4 million of subordinated debentures, 
domestic and foreign, and $13 million under the proposed class action 
settlement. In view of KRC’s insolvency, post-bankruptcy interest is 
not computed. But such interest would be allowable to the extent that 
KRC’s assets exceeded the principal liability, so for solvency purposes 
the court has correctly found that liabilities, including post- 
bankruptcy interest, must be considered.°® 


8 The trustee is also contesting a Federal tax claim, but holds $2 million in escrow to 
cover any liability thereon. 

® Excluding the $13 million settlement, but including the cash payments to be made, 
the allowed debt is $79.3 million. Interest at 6% for four years, which rate the court 
used for testing purposes, although indicating that it was probably too low, would add 
$19 million. Total liabilities would thus range between $100 million and $125 million, 
depending on treatment of the class action and other contested claims. 
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TABLE IV 
[000 omitted] 


Plan transactions 


Projected Adjusted Not Reorga- 


—_—_ transfer- nized 
12-31-74 12-31-75 12-31-75" Cash Securities ableto company 
reorga- 
nized 
company 


ASSETS 


Inventories 
Prepayments & other. 


Total current 


Non-current receivables. 
Investments 

Producing properties 

Undeveloped properties 

Property & equipment 

Other ames. 2 oS es Roce oe 
Net assets held by trustee. 


Total assets. 


LIABILITIES 
Current liabilities. 
Reserve for reorganization costs (2, 125) ..- 
Deferred income 
Minority interest 
Pre-petition liabilities: 
Accounts payable & accruals ¢__ (2,672) (20, 264) 
Notes. 33, 775 (3,021) (25, 214) 
41, 153 (41, 153) 


Total liabilities... ...........- 90,256 89,620 102,747 (7,818) (86, 631) 


Common stock & paid-in capital... 19,090 19, 090 19,090 _. 
Retained (deficit).............-.- --- (49,423) (42,678) (60, 431) 


Total liabilities & shareholder 
equity 59,923 66,372 61,406 (7, 818) (6, 282) 


® Reflects partial liquidation of IRL and payment of its senior debts from the proceeds together with 
miscellaneous accounting adjustments. 


b Increased $13 million for proposed settlement of class action claims. 
¢ Pre-bankruptcy accrued interest reallocated to notes and debentures. 


IV. SUMMARY OF PLAN 


The plan provides for continuing the debtor’s business through the 
establishment of an essentially debt-free reorganized company which 
would maintain a drilling and development program. The trustee has 
virtually completed repayment of all pre-Chapter X petition secured 
creditors, including the production payments and the debtor’s mort- 
gages. The plan provides for the full payment in cash of the costs of 
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administration, pre-Chapter X claims for wages and taxes, and claims 
of co-owners and unpaid royalties. 

Unsecured creditors will receive under the plan, as amended, 50 
shares of stock for each $1,000 of allowed claims, except that claimants 
holding unsecured claims aggregating $200 or less will be paid such 
amount in cash. No fractional shares will be issued, but cash will be 
paid at the rate of $16 a share for any fraction of a share. 

The new stock is to be divided into two classes, A and B, each with 
a nominal par value of $1 a share. An equal number of Class A and 
Class B shares are to be issued, approximately 2.2 million shares of 
each class. A total of 3 million Class A and 5 million Class B would be 
authorized, but the plan prohibits future issuance of additional Class 
A shares. 

Class A shares would be entitled to a preference of $20 a share over 
Class B in any liquidation.’® It would share pari passu in any addi- 
tional distribution in liquidation after Class B shares had received $20 
a share. Otherwise, Class A shares and Class B shares would be treated 
as a Single class with respect to dividends, voting, and other share- 
holder rights. Both classes have pre-emptive rights to purchase any 
additional B shares that may be issued. 

Each unsecured creditor, regardless of class, is initially allocated 25 
Class A shares and 25 Class B shares. However, the indentures under 
which the subordinated debentures were issued provide that “senior 
debt,” defined essentially as obligations incurred for money borrowed, 
is entitled to a preference at the expense of the distributions to which 
the subordinated debenture holders would otherwise be entitled. 

This type of subordination creates three groups of unsecured 
creditors. Those creditors who are neither senior nor subordinated are 
unaffected by the subordination provision and rank on a parity with 
both senior and subordinated creditors. Consequently, thei: share of 
the new securities are based on their proportionate interest in the total 
amount of unsecured debt. These creditors would receive 25 shares of 
Class A stock and 25 shares of Class B stock for each $1,000 of claim. 

In order to recognize the senior rights claimed by the senior credi- 
tors vis-a-vis the subordinated creditors, the plan modifies the dis- 
tribution to those two groups only, so as to assign 50 shares of Class A 
stock and no Class B stock to senior creditors. It reduces the distribu- 
tion to subordinated creditors by the required number of Class A 
shares and increases the number of Class B shares to subordinated 
creditors by the Class B shares initially allocated to the senior. 

The same number of shares is involved, so each creditor regardless 
of class, will receive 50 shares of stock of the reorganized company. 


10 Liquidation is defined to exclude a merger, exchange of assets for stock or other tax 
free reorganization. 
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But senior creditors will receive 50 Class A shares and no Class B 
shares; other creditors, 25 Class A shares and 25 Class B shares; and 
subordinated creditors will receive principally Class B shares. 

Another adjustment in allocation was made to settle the special 
position of the foreign debenture holders. In addition to their claim 
against KRC, the foreign debenture issue has a claim against IRL.” 
The plan proposes that $1 million of the foreign debenture holders 
total claim be treated as unsubordinated, in lieu of their apparent 
right to share in IRL’s assets, so that 25,000 of the Class A shares al- 
located to them are not subject to the reallocation. 

The exact result of these reallocations will depend upon the precise 
amount of claims in each category of allowed claims, but based on the 
approximate balances shown in Table IV above, the $25.2 million of 
senior claims are entitled to 1,267,000 class A shares, of which 633,500 
are deducted from the subordinated debenture allocation of 1,028,800 
Class A shares. Subordinated debentures would thus receive about 
370,300 Class A shares plus 25,000 for the unsubordinated portion of 
the foreign claim, and 1,662,350 Class B shares. 

For each $1,000 of claim (including pre-bankruptcy interest) the 
domestic subordinated debenture holders would receive about 9.2 
shares of Class A and 40.8 shares of Class B, and the foreign deben- 
ture holders, about 10.25 shares of Class A and 39.75 shares of Class B. 


TABLE V 
[000 omitted] 





= Class A Class B Total 
mil- Oe 
lions) Shares Percent Shares Percent Shares Percent 





$25.2 Senior debt 58.4 
Subordinated debentures: 
25.5 Domestic 10.8 
15.6 Foreign 7.4 620 28.6 


66.3 76.6 1, 662 76.6 
7.3 Other creditors 8.4 182 8.4 
13.0 Class action settlement --._...-...-- 15.0 325 15.0 


86.6 2, 169 100.0 2, 169 100.0 4, 338 





Under the plan an offer of settlement is to be made to persons who 
acquired any stock or debentures issued by KRC from any source be- 
tween March 31, 1967, and February 1, 1971, and on whose behalf tort 
claims and/or suits for damages for fraud, deceit or any breach of any 
federal or state securities law in connection with the purchase of such 
stock or debentures have been filed. These persons must file a proof of 


11These debentures were issued by KRCC, a foreign subsidiary of KRC and guaranteed 
by KRC. The proceeds were used, in whole or in part, to finance IRL, the subsidiary own- 
ing most of the miscellaneous foreign assets (but not the Canadian arctic interests). KRCC 
is a major creditor of IRL and the foreign debenture holders are the only significant 
creditors of KRCC. Their rights against IRL are independent of the subordinate guar- 
antee of KRC: 
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claim to receive distribution. Such proof of claim will reflect the 
amount of loss defined as the excess of the amounts paid for purchase 
of such securities over amount(s) realized from such sales or disposi- 
tions. This class of creditors-investors will have recognized an unse- 
cured claim in the amount of $13 million representing 325,000 shares of 
Class A stock and 325,000 shares of Class B stock. Distribution will be 
made pro rata to the class in proportion to their proven losses. If ag- 
gregate class losses were $104 million, 50 shares would be distributed 
for each $8,000 of loss. 

This compromise relates to the proposed offer of settlement in the 
Dietrich and the American Employers’ suits, conditioned on concur- 
rent settlement of all litigation, including the claims in the reorganiza- 
tion proceeding. The notice of the proposed settlement and proof of 
claim form to be sent to all provisional class members is being coordi- 
nated with the procedures in the other suits. Approval of the plan is 
not a condition of the settlement, but the settlement is a condition of 
the plan. This proposed settlement is subject to certain contingencies, 
including court approvals of the settlement after appropriate notice 
and hearing. 

Owners of stock in KRC will not participate as stockholders. KRC is 
insolvent, and, accordingly, the stock is without value. 

The name of the reorganized company is to be ENRECO, an 


acronym for Energy Resources Co. It is to be managed by a board of 
five directors. The initial board will be designated by the court and 
serve until the first annual meeting of shareholders, not later than 12 
months from consummation. Subsequent directors will be elected in the 
normal manner by the new shareholders by cumulative voting. 


V. VALUATION 


Chapter X requires that, to be approved and confirmed by the Court, 
the plan of reorganization must be “fair and equitable” (Sections 174 
and 221(2).). A finding of fairness involves a determination of the 
value of the debtor’s assets. As the Supreme Court has said, this re- 
quires “a prediction as to what will occur in the future an estimate, as 
distinguished from mathematical certitude, is all that can be made. 
But that estimate must be based on an informed judgment which em- 
braces all facts relevant to future earning capacity and hence to pre- 
sent worth, including, of course, the nature and condition of the prop- 
erties, the past earnings record, and all circumstances which indicate 
whether or not that record is a reliable criterion of future 
performance.” ?? 

In reorganization proceedings involving established industrial or 
commercial enterprises involving the manufacture of specific products 


2 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 526 (1941). 


"246-829 0 - 79 - 60 
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or providing particular services, reasonable foreseeable earnings are 
capitalized at an appropriate rate which reflects the business risk of 
the enterprise. In this case, the Debtor is engaged in the production 
and sale of oil and natural gas, and has undeveloped oil and gas, and 
mineral interests, some of which are highly speculative. This is not to 
say the Debtor will be a high risk enterprise. KRC has sought to reduce 
this risk through farmouts of the exploration and development work 
to other companies, offering them an equity or participating interesv. 
Likewise, in other sales and settlements KRC has sought to retain a 
royalty or carried interest. In this manner, the creditors of KRC retain 
a significant interest in the Debtor’s unproven prospects, such as the 
Arctic permits. Thus, in a sense, the original character of the com- 
pany, namely a risk-oriented resource enterprise, is being preserved 
through retention of such assets. 

In general, KRC as a resource company is dependent for its rev- 
enues, except for certain cash reserves and miscellaneous assets, upon 
wasting assets. An appropriate method of valuing such assets involves 
the discounting of net cash receipts to present value.’* This method of 
valution recognizes that the net cash receipts for any year may consist 
of koth current earnings and a return of capital through which the 
investment is reduced from year to year. By reducing total cash flow 
to present value, at an appropriate discount rate, this method provides 
both for return of capital and the chosen rate of income on that capital. 


A. VALUATION EVIDENCE AS TO PROPERTIES 
1. U.S. and Canadian Producing Properties 


Raymond F. Kravis and Associates, Inc., petroleum consultants, 
valued KRC’s producing oil and gas interests as of December 1, 1973, 
the date the valuation hearings commenced."* The values for the U.S. 
properties were adjusted in 1974 to increase crude oil prices to $7.50 
per barrel, and were escalated $0.50 per barrel to a maximum of $9.00 
per barrel beginning July 1, 1977. The prices for Canada production 
were increased $1.20 per barrel in 1974, and $0.20 per barrel each for 
the next six years. Gas prices used reflected escalation clauses under 
the various gas contracts, 

The future net revenue was obtained by multiplying the estimated 
future net reserves of each property by the estimated price and deduct- 
ing estimated future expenses, including production taxes, transporta- 
tion charges, direct lease and ad valorem taxes, workover and com- 
pression, and development and equipment expenditures. General and 
administrative expenses are not provided for in the above computa- 


13 Parker Petroleum Co., Inc., 39 S.E.C. 548, 559-568 (1959). 

144In valuing the producing properties, Kravis deducted the production required to 
satisfy $1,519,335 of advance payments on natural gas contracts. The balance sheet, 
Table IV, includes such pre-payments as a liability, so the gas reserves involved must be 
added to avoid a double deduction. 
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tions of future net revenue, but are appropriately included in the in- 
come and expense projections for the reorganized company as a whole. 

As of December 31, 1974, KRC’s principal oil and gas properties in 
the United States and Canada may be summarized as follows: 


TABLE VI 





Producing Acreage* 





15, 440 

89, 840 

14, 297 

e! 720 

RNEERIEIR 2a  A it eee ly : ibe 716 
RS a Sie oa poten le 35, 154 4, 163 
MEIN IRIS Sie as SP nS fad bets eee cco acess 560 230 
Saskatchewan 3, 380 1,080 


740 240 





176, 209 30, 529 


*Gross acreage is all acreage in which K RC has an interest. The net acreage reflects K RC’s proportionate 
interest in the acreage. 
In addition, KRC has an overriding royalty varying from 2% to 9% 
on nonproducing acreage totaling 194,000 acres in Alberta, Canada. 
The Kravis valuation may be summarized as set forth in Table VII 
below: 
TABLE VII 





Canada 





Future net reserves proven: 

re er Comm on oS Ske el AE a ee BEE ee ae 1, 968, 009 

MRReCUPIE NOS (MTR 22 oo nhs oe a Sd sete es Sera 542, 081 

Natural and/or Casinghead gas (MCF)-.______-_-___-___---------- 99, 63s, 609 40, 026, 195 
Future net revenue: (Before production payments or mortgages) ----_- $37, 112, 726 $14, 646, 798 





Discounted at 12% (Compounded monthly) - --- ss 22, 122, 746 6, 237, 475 
2 


Probable net reserves._._....._--- C0: 16) 2c eee 





22, 416, 856 6, 237, 475 


Probable net reserves:* 
Manis CE OMEN Ao gos 5 Sas cas oeotanbon aude 101, 528 
I ee 2, 285 
Natural and/or Casinghead gas (MCF) -_-._-.-.-_---.------------ 1, 006, 595 


Future net revenue : $1, 115, 705 
UIEITERIR OR BOM sR Lt tS RA Ses ae ee 588, 220 





One-half of discounted value 294, 110 





*Propertics in Wyoming and Texas, on the basis of exploration activity, were reclassified from undeveloped 
properties. 
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Adjusting for the prepaid gas, Kravis values the producing proper- 
ties at about $30 million as compared to balance sheet cost of about 
$27 million. The price assumptions, as stated above, seem consistent 
with current pricing practices, The unusual uncertainties as to future 
developments in the energy market are not readily susceptible of dollar 
valuation, but the Kravis valuation is a suitable start for considering 
the merits of the plan. 


2. The Arctic Island Properties 


To value KRC’s substantial interests in some 600 exploration per- 
mits in the Canadian Arctic, largely within the Sverdup Basin, the 
trustee engaged the consulting firm of J. C. Sproule and Associates, 
Ltd. 

Most of the KRC holdings are offshore (up to 90%), although there 
are substantial onshore acres on Longheed, Bathurst, Graham, Axel 
Heiberg and Northwestern Melville Islands. Many of the offshore 
permits contain small islands or at least a toehold on shore. 

Published information on reserves discovered in the Arctic is scarce. 
The Sproule representative states that there have been a number of 
completed gas wells. At the time of their testimony only three wells 
had shown indications of oil. However, there were too few wells drilled 
to eliminate geologic uncertainty as to the oil and gas reserves in the 
areas in which KRC has an interest. 

Because of the speculative nature of these interests, the Sproule 
valuation relied upon a number of assumptions and formulations. 
The Sproule firm constructed 18 representative detailed studies, in- 
cluding eight on land and ten offshore, in order to compute the 
average monetary expectations from potential oil and gas recovery 
after deducting the estimated costs of drilling, putting in gas process- 
ing facilities and installing the tie-in pipeline, as well as the costs of 
getting the gas to the market on the East Coast of the United States. 
Sproule had more detailed knowledge of geology of the onshore prop- 
erty than offshore areas, but extrapolated from one to the other. These 
18 studies involve analysis of the geological anomalies of the area as a 
basis for estimating possible reserves. These samples were applied ac- 
cording to geological formation to KRC’s interests in the Artic. 

Generally, this approach employed by Sproule may be referred to 
as an expected monetary value technique.® This technique is appropri- 


15 For example, because of the lack of development to date, coupled with the technologi- 
cal problems in undertaking drilling in the Arctic, particularly offshore, an assumption 


was made that a pipeline would not be available until the 1980’s. The year 1986 was 
chosen as an average year assumed for production and a basis from which estimated 
prices for gas and oil and estimated costs (e.g., the cost of tanker transportation from 
Canada to New York) were projected. 

16The trustee presented an expert witness on finance to testify as to the theoretical 
economic validity of the approach employed by Sproule. 
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ate where there is a wide range of possible net cash flows and where 
selection of the central value as the most probable estimate of future 
flows is not valid. A probability diagram was constructed with values 
representing the various outcomes and a probability was assigned to 
each such outcome. These probabilities were multiplied by the value 
of each possible event (¢.¢., one or more drillable prospects or no 
prospects) and totaled. The net cash flows were reduced to present 
value, applying an 8% annual rate, in the conventional manner. No 
risk factor was applied because, in Sproule’s opinion, all risks had 
been allowed for in the parameters of the probability study. 

The value arrived at by Sproule has been stated in Table I above. 
Eliminating the cash payment received by the trustee, the interests 
retained in the settlement were valued at $23 million. 

Sproule’s valuation did not include a fractional interest therein 
assigned in 1969 to Consolidated Oil & Gas Company. Among the re- 
ceivables temporarily excluded from the reorganized company’s assets 
pending completion of litigation is a $6,340,263 account receivable 
from Consolidated, representing the unpaid portion of the contract 
price for such interests. In pending litigation, Consolidated seeks, in 
the alternative, $26 million in damages for breach of contract, or re- 
fund of $1.6 million paid on the contract.’? The trustee seeks to either 
reject the contract and regain title to the interests, or payment of the 
contract price. The interests involved would be valued, under the 
Sproule formula at $3,852,400, and the receivable has been written 
down, for balance sheet purposes, to $3.3 million. 

The Consolidated portion of the Arctic interests will probably re- 
turn to reorganized KRC, since Consolidated also is attempting to 
rescind the assignment. We, accordingly, treat these interests as an 
addition to the Canadian Arctic holdings. 


3. Other Undeveloped Properties 

The data shown in Table VIII summarizes the testimony as to 
undeveloped mineral interests valued at $8.4 million. Generally the 
basis for valuing these properties was comparable sales data, together 
with geologic studies. 

4. The Maine Port Terminal 

The property known as the Maine Port Terminal (“Terminal”) is 
located about 8 miles from Portland, Maine. It consists of about 587 
acres, of which 30 are taken up by the terminal, representing eight 
58,000 capacity barrel tanks. KRC had begun to rebuild the docks at 


17In addition, Consolidated holds a $574,000 note of KRC, which is excluded from the 
liabilities for which new stock will be issued pending final disposition of the litigation. 

18KRC owns real estate on two islands in Casco Bay, Portland, namely, Long Island, 
and Great Diamond Island. The terminal situated on Long Island, was originally con- 
structed durng World War II to handle heavy fuel for the U.S. Navy’s Atlantic Fleet. 
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TABLE VIII 


: KRC acreage Estimated 
Location (property names) a value 
Gross Net 


Kansas (Fredonia, Waterflood) 920 196 $2, 000 
Oklahoma (various) 20, 913 8, 995 372, 317 
Louisiana (Gillis English, Bayou & Parker Lane) - - 304 304 7, 608 
Mississippi (various) 3, 318 1,514 43, 504 
Alabama (Uriah) 760 669 15, 327 
FE CVI ie sie cc nclncakeanmicctepnacs kan eadmnen 36, 276 16, 530 597, 220 
Montana (Williston Basin, N.W. Brorson) - - 22, 004 8, 510 118, 637 
Colorado (various) 291, 761 123, 312 800, 593 
Utah (Antelope and Indian) 122, 166 61, 083 458, 000 
New Mexico (Arkansas Junction, Lakewood & 

Huapache) 177, 091 175, 628 1, 389, 418 
Alaska (Briston Bay & Cook Inlet) 318, 140 43, 825 157, 275 


Total domestic oil & gas 971, 649 3, 961, 899 








Canadian undeveloped acreage 273, 959 

St. Lucia (S. Africa) *2, 000, 000 

Strathcona concession (Baffin Island, Artic) Zinc, lead, copper & silver miner- 600, 000 

alia. 

Otelunds (NE Quebec, Outer Northern area of Iron 300, 000 
Hudson Bay. 

Haib Prospect (SW Africa) & another prospect Copper *900, 000 
(Turkey). 

North Sea interest—5% remaining interest Block Oil & gas 375, 000 
L-14. 


‘Total Undeveloped o oss <ocs cass Fe Soe awe ee ea ce esadsas ances 8, 410, 858 


*Owned by IRL. As discussed below, the trustee now proposes to substantially reduce these values. 


the terminal,!® but this was objected to by various environmental 
agencies, as well as local residents in various city and state govern- 
mental bodies, all of whom expressed concern for the area’s ecology. 
The terminal was valued by an expert witness for the Trustee at 
$2,436,000 on the basis of its depreciated physical value and about 
$1 million based on a capitalization of earnings approach, using its 
present storage rental value less costs of operation. The resulting net 
income was capitalized at a rate between seven and eight times earn- 
ings. Material on site, piling and other dock building material, valued 
at $144,000, would represent under this latter approach additional 
value for the terminal. The real estate, other than the terminal acreage, 
was also separately appraised at $1,286.200 or $1,700 per acre. This 
value assumed that the land would be converted to residential use, 
given as the highest and best “legal” use. 

Under the prebankruptcy trade creditors plan, KRC pledged its 
interests in this property and the $8 million I.O.S, note, subject to the 

19K RC has been trying to rebuild the Casco Bayside dock and get clearance for vessels 
in the range of 350,000 barrels (or 50,000 tons). Otherwise smaller barges would have to 


be used to transport oil, for example, to the Port. As a deep water facility, the terminal 
is considered to have a much greater potential. 





KING RESOURCES COMPANY, ET AL. 935 


claim of another pledgee. 250,000 shares of stock of Precision Instru- 
ments of Company ” are pledged to another creditor. 

The court has valued the terminal at $3 million and the stock at 
$250,000, but has not yet valued the I.0.S. note. The plan requires the 
trustee, within 30 days after confirmation to either deliver the col- 
lateral to the creditors secured,” to be credited against their claims at 
the value fixed by the court, or to pay the same amount in cash and 
transfer the assets to the reorganized company. Table IV assumed, for 
simplicity, that the assets would be kept and that cash would be paid, 
including $100,000 at which the trustee values the I.O.S. note. But it is 
not necessary to determine which option the truséee will select, since 
the claims will be reduced by the same amount under either choice and 
if the assets are surrendered, an equal amount of cash will take thei» 
place. 

In addition to the Precision stock, KRC has shares in four other 
companies, which had a market value of $135,219 at December 31, 1974, 
and are carried at $196,000. It also owns an interest valued at $952,000 
in a company with an industrial park in Cartegena, Mexico. 

5. Summary of Investments 

The book value of the assets of KRC, excluding its current assets 
and office building and equipment, are stated on the projected December 
31, 1975, balance sheet (Table IV supra) at $45.6 million. The valua- 
tion testimony would indicate values for these assets of about the 
amounts shown in Table [X: 


TABLE IX 


{In millions] 
Valuation testimony 


PP DOMUCTIO) Olt Silth GAM TEODOTCCR aos i cede $30. 0 
Canadian Arctic (including Consolidated) ..._..-_------__---_---------- 26.9 
cmaee WreCrOCreloned: DrOner tien... oo a Se 8.4 
Maine terminal and land at collateral value_______-____-_-_----------_- 3.0 
PUBORMETOA TE, « SEIN GUHETE OTRO ne So ae ee ee eee 1.0 
MUU TA ED ESCORT UROL: COCOONS a a 0.4 

ei Re ea a we Nd SR ee epee 69. 7 


The valuation testimony would thus indicate a value of about $24.1 
million in excess of book value. This excess is represented essentially 
by potential profits in properties as yet undeveloped. 

Two further adjustments are required. The Trustee has revised 
downward his present evaluation of the properties owned by IRL. 

20 Precision is a manufacturing company. The stock represents about 24% of the voting 
shares. There is no active trading market. 


‘1 Liens agregating $229,000 also apply to the terminal, and are included in the total 
collateral value. The liens must be discharged under either election. 
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After the expected surrender of the Cape Morgan property to the 
mortgagee, IRL would own 51% of New Wellington of Africa (Pty), 
Ltd., which holds the Haib copper prospect, a minority interest in 
Canadian South African Diamond Company, the Santa Lucia pros- 
pect, also in South Africa and an oil prospect in the Republic of 
Turkey. As itemized in Table VIII above, those interests were ap- 
praised at the hearing at $2.9 million plus $150,000 for the diamond 
prospect stock. At the time of the hearing, two major mining com- 
panies had taken options and were conducting exploration on the 
Haib and St. Lucia prospects, and drilling in Turkey was under way. 
A sale of the diamond prospect was under negotiation. Based on later 
developments, the trustee proposes to write-off most of these estimates, 
although he considers them to have sufficient speculative interest to 
make their retention by the reorganized company desirable. 

The record is incomplete as to the value of these interests, but they 
are speculative and a substantial reduction is called for. 

We also added back the deduction made by Kravis in valuing the 
producing oil and gas properties for advance payments on gas sale 
contracts, because such advance payments are a liability. It is not dis- 
charged by the plan, however, so must be deducted in determining the 
equity for the new stock. 

Giving effect to these adjustments, the $42.8 million in property 
investments, excluding the Canadian Arctic properties, would reduce 
to about $39 million. To this must be added liquid funds in excess of 
working capital requirements. 

B. TRUSTEE’S OPERATING AND INCOME FORECASTS 

The trustee presented forecasts, for the years 1975-79, of expected 
income and cash flow from the reorganized company’s continued busi- 
ness. No income from the Canadian Arctic was assumed in this period. 
New investment in KRC’s Canadian working interests, in the amount 
of $6 million, was assumed from 1977-79. 

Revenues after direct operating costs were taken from the Kravis 
engineering reports, as were the required capital expenditures for 
existing reserves. During the five year period, 1975-1979, the trustee 
has projected that $1.1 million would also be expended on currently 
owned undeveloped lands, or on deepening, re-work, and secondary 
recovery projects associated with existing wells. He considered such 
investments fairly low risk. 

He assumed acquisition and development of new reserves to replace 
the depletion of existing reserves, at a cost of $23 million during the 
five-year period, and that such new reserves would produce cash flow 
of 11% in the first year, 33% per annum in the next three years, and 
decline at the rate of 10% per annum thereafter. 
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Table X below summarizes the Trustee’s forecasts, except that we 
have excluded for fuller consideration, his assumption as to the return 
to be earned from tempurary investment of liquid assets. 









































TABLE X 
[000s omitted] 
1975 1976 1977 1978 1979 
Oil & Gas Operations Sales, less direct costs: 
TT OE. oct $6, 514 $5, 795 $5, 183 $4, 492 $4, 098 
UU CON so ks Ss ee 1,127 2, 392 3, 932 5,514 6, 992 
Ree RO wONIeS oo ot ee 7, 641 8, 187 9, 115 10, 006 11, 090 
Depreciation & depletion ----_---.....-------- (3, 977) (3, 973) (4, 110) (4, 302) (4, 608) 
Cperdting indome *. 2. 25s 3, 664 4,214 5, 005 5, 704 6, 482 
Rental—Maine Terminal ----..-.-..._.-.------ 335 362 391 422 456 
General & administrative expenses >__________ (1, 834) (1, 976) (2, 130) (2, 290) (2, 476) 
Net income before taxes °____.__________ 2, 165 2, 600 3, 266 3, 836 4, 462 
Cash Flow: 
Net income—supra- --..-.-.-.---.---.---- $2, 165 $2, 600 $3, 266 $3, 830 $4, 462 
Depreciation & depletion >. -____.______-- 4, 028 4, 024 4, 161 4, 353 4, 659 
Gea mrovigeds >< nc hd 6, 193 6, 624 7,427 8, 189 9,121 
Capital Budget: 
MRMICIMEONOMOP VOB: © 2 acc co Secs se dees eae $239 $706 $17 $97 $303 
New reserves 3, 500 4,500 5,000 5,000 5,000 
Co 4 SR ee eee eee! 400 400 400 400 400 
SI NNO 8 oro a BN oe hes SE ae eee Rose a foue a 1,000 2,000 3, 000 
Other mining properties - ---_._.-.---_---- 100 100 100 100 100 
RE IN erat b nas aes oaeniceancan 4, 239 5, 706 6, 517 7, 597 8, 803 
Net cash from operations. ----..--------- 1, 954 918 910 592 318 


® We have ignored the trustee’s allocation of overhead among departments to simplify the schedule and 
show the total as a single item. 


b Including $51,000 annual depreciation on office building and equipment. 
¢ And before other income on liquid assets. 


In computing liquid funds, the trustee assumed a reduction of ac- 
counts receivable from $1.9 million to $800,000, freeing over $1 million. 
Since growth, rather than curtailment, of the existing operations is 
contemplated,”? this assumption is not fully supported by the record. 
He also includes the $2 million escrow fund held pending resolution 
of the interest equalization tax claim, with an implicit assumption that 
no liability would be allowed. Consequently, this assumption that the 
reorganized company would have $6.5 million of liquid funds, in ad- 
dition to working capital, seems optimistic. 


*2 He does provide for an additional $800,000 of working capital in 1976-1979. 
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Based on that starting point, he assumed that the investments and 
certain other properties would be liquidated for $3,153,000 in cash, 
and that the cash surplus shown in our table above would be added to 
liquid funds. The trustee further assumed that a net return of 10% 
per annum would be realized on all liquid funds and added to the 
balance for reinvestment. A substantial compouning is involved, which 
increased the annual income and cash flow, shown in the table above by 
amounts growing from $746,000 in 1975 to $1,824,000 in 1979 and de- 
veloped an aggregate reserve of $20 million at the end of 1979. 

The 10% compounded rate for temporary cash investments cannot 
be safely used as a continuing long-range forecast, and the other as- 
sumptions seem to be optimistic. There would be a substantial amount 
of liquid funds available to the reorganized company, depending on 
the outcome of the tax litigation and on actual results of the liqui- 
dation of the miscellaneous investments. 

Realistically, these funds, which are not exceptionally large for an 
oil company of KRC’s size and intended activities, would really repre- 
sent a resource whose actual magnitude will depend on the needs and 
opportunities arising in KRC’s search for new reserves. If such activi- 
ties are enlarged and successful, additional operating income would 
replace the interest on temporary investments. We agree that the totals 
shown in Table X above are probably low. It is not possible to esti- 
mate the amount by which they should be increased, but the additional 
income potential justifies a liberal evaluation of the more readily com- 
putable return. Similarly, there is no increase reflected in the initial 
period for KRC’s substantial holdings in the Canadian Arctic, because 
production lies well in the future. 

C. CONCLUSIONS AS TO VALUE 

It is convenient, for valuation purposes, to deal first with KRC’s ex- 
isting operating business. As shown supra, the sum of a property-by- 
property valuation (based primarily on forecast earnings of each 
property) of KRC’s investment assets, was $39 million, excluding the 
Canadian Arctic interests. To this should be added liquid assets in ex- 
cess of required working capital.?° 

The Trustee’s estimate of $6.5 million excess cash reduces to $5.7 
million when account is taken of the need for $800,000 of additional 
working capital in the Trustee’s short range forecast, and the avail- 
ability of $2 million of the $5.7 million depends on resolution of the 
interest equalization tax claim. We note that several other substantial 
litigation matters have also not been expressly allowed for. Without 
speculating on the outcome of each controversy, the $2 million seems 

*3 Neither the working capital nor the office building and equipment are additional ele- 


ments of value, since their continued use is incident to earning the income on which in- 
vestment properties were valued. 
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an appropriate reserve for litigating contingencies. We will add $3.7 
million of excess cash to the $39 million of investments, excluding the 
Canadian Arctic properties. 

The Trustee is also of the opinion that the reorganized company 
is entitled to a tax loss carryover of about $30 million, of which $23.8 
million will expire in 1975 and 1976. Due to its income level, the re- 
organized company would not benefit from the first two years of 
carryovers, but is expected to generate additional carryover losses in 
that period. 

Oil and gas companies have been the beneficiaries of several special 
income tax provisions which were extensively revised by legislation 
subsequent to the closing of the valuation record. The trustee has in- 
dicated that he is uncertain as to the effect of these changes but be- 
lieves the tax loss carryover will largely shelter KRC from the ad- 
verse effects of the changes in the depletion deduction during the 
period of his forecast. We assign no additional value to the tax loss 
under these circumstances. The record supports a value of about $42.7 
million for KRC exclusive of the Canadian Arctic interests. 

Eliminating, for the reasons discussed above, both possible income 
from temporary cash investments and the projected liquid funds, the 
trustee’s forecast of net income from operations reflects an average 
pre-tax return of about 9% on this portion of the business in the 
1976-1979 period examined. The trustee’s forecast, unlike the prop- 
erty-by-property valuation, assumes reinvestment of the proceeds of 
depleting natural resources. This assumption makes KRC a continu- 
ing business. A multiplier of 11 times pre-tax earnings is required to 
equate its going concern value to the $39 million value assigned prop- 
erty-by-property. Such a multiplier does not seem unreasonable. 

To this value of $42.7 million, including liquid funds, must be 
added a value assigned to the Canadian Arctic rights. As discussed 
above, those rights, including the Consolidated Oil and Gas Company 
portion, were assigned a present value of $26.9 million. We are satis- 
fied that the conclusions reached by Sproule reflect a reasonable 
analysis of presently available information and may be accepted as 
the best evidence of the present value of these rights. 

Such an appraisal necessarily differs in kind from the values de- 
rived by standard techniques in dealing with proven reserves. The 
degree to which actual results may differ from present expectations 
is much broader in such a study than under a conventional appraisal. 
But the Sproule analysis gave full weight to the contingencies in- 
volved. 

Reorganization cannot wait for future developments. Expert wit- 
nesses have given well founded judgments as of now. Accordingly 
we conclude that $69.6 million, the sum of $42.7 million derived above 
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and the $26.9 million for the Arctic interests, is acceptable for pur- 
poses of evaluating the plan. It is also consistent with the Court’s 
tentative finding of value ranging between $60 million and $80 million. 


VI. FAIRNESS FEASIBILITY AND OTHER MATTERS 


Chapter X plans of reorganization must be “fair and equitable and 
feasible.” ** A finding of fairness incorporates the absolute priority 
doctrine under which the Supreme Court requires “that each security 
holder in the order of his prority receives from that which is available 
for the satisfaction of his claim the equitable equivalent of the rights 
surrendered.” *° This means that senior claimants must be compensated 
in full before junior creditors or stockholders can participate. This 
standard also provides that shareholders may participate only if there 
is an equity remaining after satisfaction of all creditors’ claims,”* but 
does not require that creditors be paid in cash.?”7 Where one group of 
creditors is contractually subordinate to another, the general rule is 
that the subordination agreements are enforced according to their 
terms in reorganization proceedings.*® An agreement to subordinate 
is a departure from the principle of equality of treatment of creditors 
and is strictly construed.”® Under appropriate facts, the subordination 
agreements are subject to modification on equitable grounds.*° 

Where a plan proposes to compromise certain claims, the compromise 
must be both fair and equitable.*t The Supreme Court held that the 
bankruptcy court must scrutinize the merits of the compromise and 
apply its “informed independent judgment.” This requires that the 
court be apprised of 


“all facts necessary for an intelligent and objective opinion of the probabili- 
ties of ultimate success should the claim be litigated. Further, the judge 
should form an educated estimate of the complexity, expense, and likely 
duration of such litigation, the possible difficulties of collecting on any 
judgment which might be obtained, and all other factors relevant to a full 
and fair assessment of the wisdom of the proposed companies. Basic to this 
process in every instance, of course, is the need to compare the terms of the 
compromise with the likely rewards of litigation.” ™ 


“4 §§ 174 and 221(2) of Chapter X. 

% Group of Institutional Investors v. Chicago Milwaukee St.P. & Pac. R.R., 318 U.S. 
5238, 565 (1943). 

6 Case v. Los Angeles Lumber Products Co., Ltd., 308 U.S. 106, 119-121 (1939). 

27 Consolidated Rock Products Co. v. DuBois, 312 U.S. 510, 530 (1941). 

8 In re Credit Industrial Corporation, 366 F. 2d 402, (C.A. 2, 1966) ; In re Aktiebolaget 
Kreuger & Toll, 96 F. 2d 768 (C.A. 2, 1938) ; St. Louis Union Trust Co. v. Champion Shoe 
Machinery Co., 109 F. 2d 313 (C.A. 8, 1940) ; Bank of America v. Erickson, 117 F. 2d 
796 (C.A. 9, 1941) ; In re Allied Properties Co., 118 F. 2d 773 (C.A. 6, 1941). 

°° In re Time Sales Finance Corp., 491 F. 2d 841 (C.A. 3, 1974) ; In re Kingsboro Mort- 
gage Corp., 379 F. Supp. 227 (S.D.N.Y., 1974). 

In re Associated Gas & Electric Co., 149 F. 2d 996 (C.A. 2, 1945), cert. den., 826 U.S. 
736 (1945) ; In re Joe Newcomer Finance Co., 226 F. Supp. 887 (D. Colo., 1964). 

3 Protective Committee v. Anderson, 390 U.S. 414, 424 (1968). 

82 Id. at 424-425. 
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Before approving or confirming a plan under Chapter X, the court 
also must find that the plan is “feasible” (Sections 174 and 221(2)). 
Feasibility requires, among other things, sufficient cash to meet pity- 
ments under the plan; adequate working capital; a sound capital 
structure; and prospective earnings sufficient to service the financial 
obligations of the reorganized company. The plan clearly meets feasi- 
bility requirements if the proposed class action settlement becomes 
final. 

The plan, as amended, provides for full payment in cash of all pri- 
ority claims. Secured obligations will be assumed to the extent of the 
collateral, with the balance allowed as an unsecured claim. As de- 
scribed above, the Maine Terminal, I.0.S. note, and Precision Instru- 
ments stock will either be surrendered to the pledgees, or redeemed in 
cash at their value, found by the Court pursuant to Section 197 of the 
Act. The portion of such secured claims in excess of this value of the 
collateral will be treated as an unsecured claim. 

All other secured claims, where the collateral is not surrendered, 
will be assumed with cash payments made on any delinquen‘. principal 
and interest obligations. 

The plan assumes that the debtor is insolvent and that, therefore, 
shareholders, as such, are not entitled to any participation in the re- 
organized company. Comparing the value of $69.6 million to the es- 
timated total liabilities of KRC of approximately $100 m‘llion to $125 
million, including post bankruptcy interest,** the debtor is clearly in- 
solvent by at least $30 million. Thus, the trustee’s plan is fair in ex- 
cluding stockholders since it is unrealistic to envision an increase in 
asset value, even with increased oil prices, that would eliminate the 
wide gap between asset value and the amount of liabilities. 


A. THE CLASS ACTION SETTLEMENT 


A comprehensive settlement has been proposed in four cases, involv- 
ing KRC, The Dietrich Corporation, et al.v. King Resourecs Company, 
et al., Civil No. C-3424 (“Dietrich”), Gross, et al. v. Blyth & Co., Inc., 
et al., Civil No. C-3979 (“Gross”) , Morell, et al.,v. John M. King, et al., 
American Employers’ Insurance Company v. King Resources Com- 
pany, et al., Civil No. C-3908 (“American Employers”), and Jn the 
Matter of King Resources Company, Debtor (In Proceeding for the 
Reorganization of a Corporation, No. 71-B-2921). The Dietrich, Gross 
and Morell cases involve claims for damages for alleged violations of 


%3 Claims for bankruptcy interest must be considered in determining whether the com- 
pany is solvent or not. See Consolidated Rock Products Co. vy. DuBois, 312 U.S. 510, 527- 
28 (1941) ; Ruskin v. Griffiths, 269 F. 2d 827, 830-832 (C.A. 2, 1959) cert. den., 361 U.S. 947 
(1960) ; Vanston Committee v. Green, 329 U.S. 156, 163-65 (1946) ; Re Muskegon Motor 
Specicelties, 366 F. 2d 522 (C.A. 6, 1966). 
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the Federal securities law and state law * in connection with purchases 
ot KRC common stock and 514% convertible subordinated debentures. 

The American Employers’ case is an action alleging fraud in the 
application for such policies by American Employers’ against KRC 
and certain of its officers and directors individually and as representa- 
tives of a defendant’s class consisting of the entire group of covered 
directors and officers (and others) who might claim the benefit of the 
so-called Directors and Officers Insurance Policy issued by American 
Employers’ to KRC and its directors and officers. 

The class action court in the Dietrich case determined November 22, 
1972, that the rescission action is properly maintainable as a class ac- 
tion pursuant to Rule 23(b) (1) and (2) of the Federal Rules of Civil 
Procedure. 

The Déetrich plaintiffs filed a $300 million tort claim against 
KRC in the reorganization proceeding, paralleling the claims made 
in the securities cases. In turn, certain of the defendants in these 
securities cases, including former officers and directors of KRC, have 
filed contingent claims against KRC asserting that KRC and its in- 
suror, American Employers’, is responsible for all or part of any lia- 
bility they may have in the securities cases, These indemnity-contribu- 
tion contingent claims amounted to some $3.28 billion. 

The settlement, as embodied in the plan, as amended, recognizes 
an unsecured claim of $13 million on behalf of the class of creditor- 
investors, defined in the plan as any person, firm, or entity ac- 
quiring for value from any source between March 31, 1967, and 
February 1, 1971, any stock or debentures issued by the debtor, on 
whose behalf a claim or suit has been filed. American Employers’ 
would, under the terms of the settlement, contribute $3.3 million to- 
ward a total aggregate proposed contribution of $4.05 million. Not 
less than $2.9 million would be turned over to KRC’s general funds.* 
Not more than $750,000 from the settlement would be available for 
legal fees and disbursements, as may be allowed by the class action 
court. A fund not to exceed $400,000 would also be provided for fees 
and disbursements for defendant attorneys. The settlement is subject 
to approval by the reorganization court and the other courts in which 
the actions are pending. 


** The plaintiffs in these securities cases allege that various defendants, including KRC, 
violated securities laws, among other laws, by : 
(a) employing devices, schemes, and artifices to defraud and engage in acts, trans- 
actions or deceit upon the purchasers of the KRC common stock and debentures ; 
(b) making untrue statements of material facts and omitting to state material 
facts necessary in order to make the statements not misleading in registration state- 
ments, prospectuses, financial statements and other materials ; and 
(ec) conspiring to defraud purchasers of KRC common stock and debentures. 
* The second column in Table IV, supra, reflecting the trustee’s 1975 budget, includes 
receipt of this sum. 
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The plan assumes that settlement of this complex group of lawsuits, 
claims and cross-claims, will be effected and the suits dismissed. The 
huge asserted liabilities would, accordingly, be obviated. 

In the settlement of this complex litigation, KRC is both a plaintiff 
and a defendant. It was the instrumentality through which the alleged 
wrongdoing was effected and through whose securities the investor 
plaintiffs suffered their losses. If it were not insolvent, it would have 
continued as a major defendant in the class suits and would have been 
subject to any judgment recovered. KRC’s status as a Chapter X 
debtor does not render it immune from such claims, although it had 
the procedural effect of staying the continuation of the class actions 
as to it and substituting allowance of the claims in the reorganization 
court. 

KRC, as a corporate entity, would also be a victim itself of many 
of the alleged wrongs which form the basis of the investor plaintiff 
claims. As such, the trustee has asserted rights to recovery on its behalf 
against its codefendants in the class suits. A maze of secondary con- 
tribution and indemnity claims among the various defendants would 
result from any primary recovery. Here again, similar complications 
would have existed in this kind of litigation even 1 KRC were not 
in Chapter X. 

It is proposed, as is not uncommon in these cases either within or 
outside the bankruptcy court, to settle these lawsuits by a partial recog- 
nition of the claims asserted. Each of the defendants, including KRC, 
is making a negotiated contribution to the settlement fund. KRC’s 
contribution as defendant, is to be paid like other claims in the form 
of stock of the reorganized company. Its contribution is reaily 15% of 
the equity of the new company and would represent $10.4 million of 
the value used herein. KRC as plaintiff recovers $3 million in cash 
from its codefendants from which it provides $100,000 towards the 
litigation costs. These amounts were agreed on by negotiation among 
the litigating parties. 

The settlement proposed is thus a normal method of terminating 
such disputes and is the kind of settlement contemplated by Chapter 
X. The court may find such settlement fair and equitable. It is in- 
tended that the necessary record as to fairness of the settlement to all 
parties will be developed in the class action court. We understand this 
hearing is to be set in November. We agree that this is an appropriate 
procedure if the record there is properly included in the record in 
this proceeding. Duplicate hearings on the same issues among the 
same parties should be avoided. However, until the record is so com- 
pleted, no final determination of the fairness of the settlement can be 
made. 
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It is contemplated that the necessary mailings in the class action 
proceedings will be combined with the plan procedure under Section 
175 of Chapter X. This also is desirable. It involves a substantial sav- 
ing in expense and avoids the confusion of the investors by receipt of 
separate solicitations dealing largely with the same subject. 

The fairness standard under Chapter X does not preclude approval 
of the plan if the court is satisfied that the present record on the settle- 
ment in this court is adequate to find prima facie that the settlement 
is fair. Solicitation of acceptance and consideration by the class action 
court will then occur. Further consideration of the settlement can be 
made by this court, at the hearing on confirmation, in light of the full 
record developed by the class action court and supplementary infor- 
mation, if any, that may be developed in the Chapter X proceeding. 


B. ForREIGN DEBENTURE HoLpERS AND IRL 


The $15 million of debentures issued by King Resources Capital 
Corporation, N.V. (“NV”), were guaranteed on a subordinated basis 
by KRC and are properly claims against the KRC estate, ranking with 
KRC’s $24.3 million of domestic subordinated debentures. But the 
foreign debentures have an additional claim which the plan considers. 
They are direct unsubordinated creditors of the issuer, NV. Although 
NV has no assets in its possession, it is the principal creditor of IRL, 
the other debtor being reorganized under the plan. 

The record indicates that all the $18 million raised by NV, including 
$3 million which KRC invested in its common stock,®* was immediately 
loaned to KRC and its subsidiaries. Without tracing each step of the 
loan transactions, about $10 million plus accrued interest is owed NV 
by IRM directly and IRI owes $6 million plus interest to KRC which 
in turn owes NV the other $8 million. We do not believe that in inter- 
company transactions of this character the casting of the part of the 
funds drawn from NV in the form of a two-step loan transaction is 
controlling, and regard the foreign debenture holders as equitably 
the paramount intercompany creditors of IRL. 

Table XI below shows the consolidated balance sheets of IRL and 
its subsidiaries, as prepared by the trustee. These assets and liabilities 
are included in KRC’s consolidated balance sheet (Table IV above). 

Following the proposed surrender of the Cape Morgan property 
to the secured creditor, TRL will own the St. Lucia prospect in South 
Africa, certain rights in an oil and gas concession in Turkey, a 51% 
interest in the HATB prospect in South Africa and a minority stock 
interest in a diamond prospect in South Africa. As discussed above, 
the trustee is now of the opinion that developments since the valuation 


% The cost of selling the foreign debentures was deducted, but a compensatory discount 
was allowed by the KRC companies which borrowed the money. 
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TABLE XI.—_INTERNATIONAU RESOURCES, LTD. 
[000's omitted] 


Consolidated Balance Sheets Years Ended December 31 




















Adjustment 
1971 1974 Other ¢ 30% Sur- Write-off Pro 
trade render forma 
settle- Cape 12-31-65 
ment Morgan 
eee ea con os. toe cc $78 $746 $1 $(124) Di aenda viabe $622 
Accounts receivable__...____- 202 68 CE ass Shen eck Giles ctwcens 52 
Inventory & prepayments. -- 341 117 Cs) sa. eo se. 3 
Equipment—net----.....--.- 135 55 inci ke nr 55s oaths desc alec 7 
Epes. ee 671 PO as plete wicied ten code aides lenge cee Gi anies ceded 
Mining interests __----.-..---- 11, 654 We OP ci ek (2, 277) (500) 363 
REIS nea oc deo 91 89 Wildes ie ctecais Ola ee eee 77 
Assets at book value-__ 13, 172 4, 365 (177) (124) (2, 290) (650) 1,124 
Trustee’s obligations_.........-.---.-.-- We eoncccuwans (47) Cie icescsccune 1l 
Trade payables_........-.--- 756 342 
Notes payableb__..........-- 4, 221 1, 389 
Loan Levy contracte____...-- 457 457 
CEN ne os ee sons 10 
Minority interest_.......-..-- 222 231 
5, 656 SR dae sae (399) ic teca niece 709 
Due Enoc, NV..-<--.--..- 10, 703 WROD cada dnw ans cuaddacusedstentoncdaasade tenes us 10, 804 
SiGe Ors Se ves ches 5, 638 We ee eee ETRE apodeme kanwakecemoewe 6, 088 
BACMNEIOS. ..-.-.~ see 21, 997 TOROS Saco Shen can aooeen sau ntvec as edeee sane 17, 601 
tenn ane ar eh sg A aa eae te ee RSS oak Se ss 2 ees ie ee ee 
warned detelt. ......2-.-<2 (8, 825) (15, 218) (177) 275 (717) (650) (16,477) 
13, 172 4, 365 (177) (124) (2, 290) (650) 1,124 


® 150,000 shs Canadian South African Diamond Corp., Ltd. 

b Secured notes to Bank of America (paid in 1974) and Credit Swiss, (accrued by Cape Morgan propertv). 
¢ Being contested by trustee. 

4100 pounds sterling owned by K RC. 

e Net difference not fully identified in record. 


hearing, which assigned a value of $3,050,000 to these interests, require 
a radical reduction in value of about 90%. He also advised that the 
above balance sheet omits important liabilities, including IRL’s sharv 
of the interest equalization tax claimed, certain taxes assessed in South 
Africa, and IRL’s share of the costs of this proceeding. 

The provision made for the foreign debenture holders in the plan at- 
tempted to settle their independent claim against IRL by adjusting the 
number of Class A shares to be distributed to them. The adjustment 
is intended to compensate the foreign debenture holders, as claimants 
against IRL, for the retention of the IRL assets by the reorganized 
company. The compensation would be the difference in value between 
about 15,600 Class A shares and the same number of Class B shares. 
For reasons discussed later on, there does not appear to be any 
significant difference in value between Class A and Class B shares 


246-829 O - 79 - 61 
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under the plan as filed. But if the amendment we suggest for other 
reasons is adopted, the differential proposed for foreign debenture 
holders would add about $110,000 in value to their distribution. 

The fairness of that offer will depend on the value of their claim 
against IRL. The trustee’s present views suggest that IRL has little 
value and that the relatively small differential offered to the foreign 
debenture holders is sufficient compensation for their rights. There is 
nothing in the record to support such a conclusion. 

It will be necessary to take further evidence on this point. To avoid 
delay, we suggest the plan be amended to provide that the foreign de- 
benture holders receive the shares which they are entitled as subordi- 
nated creditors of KRC and a cash distribution equal to their rights 
against IRL as determined in a subsequent valuation hearing. We 
assume that an actual liquidation of IRL would be undesirable, al- 
though that would be a legally proper substitute for valuation. 


C. SUBORDINATION 


We described in the summary of the plan the procedure used to 
reallocate Class A shares to creditors entitled to the benefit of the sub- 
ordination provisions in the domestic and in the foreign debentures 
without infringing the rights of other creditors not involved in this 
special relationship. In summary, the common stock of the reorganized 


company is to be issued in two series, with an equal number of shares in 
each series. All creditors are to receive 50 shares per $1,000 of claim. 
The nonsubordinated creditors receive 25 shares of each class on a 
strictly pro rata basis, The senior creditors receive 50 shares of Class 
A and the subordinated creditors, approximately nine shares of Class 
A and 41 shares of Class B. This reallocation procedure is a fair and 
appropriate technique for reflecting the different status of the three 
groups of unsecured creditors and is fair to the nonsubordinated 
creditors. 

The purpose of the reallocation between senior and subordinated 
creditors is to give effect to the subordination provisions in the two 
subordinated issues. These provisions are substantially identical. The 
reorganization court has held that when as here, debtor is insolvent so 
that post bankruptcy interest is not an allowable claim against the 
estate, the subordination provisions in question are not sufficient to 
permit the senior creditors to collect the post bankruptcy interest from 
the subordinated debenture holders which are not entitled to receive 
from the estate.*” 


°7In re King Resources Co., No. 71—-B-2921 (D. Colo., Dec. 5, 1974), senior creditors 
have appealed this decision, but no decision has been rendered as of the date of this writ- 
ing. The same decision was reached in In re Time Sales Finance Corp., 491 F. 2d 841 
(C.A. 3, 1974), and In re Kingsboro Mortgage Corp., 379 F. Supp. 227 (S. D.N.Y., 1974). 











KING RESOURCES COMPANY, ET AL. 947 


The use of two series of stock is directed to the spe ial problem in 
this case relating to the Canadian Arctic interest. I{ : xpectations as 
to the potential of these interests are fulfilled, the Class A and Class B 
stocks would share on a parity in a level of income and value well 
above the amount of the claims before post bankruptcy interest. Under 
these circumstances, the shares issued to the senior creditors would 
satisfy their allowable claim in full and leave no occasion to seek 
further relief against the subordinated debenture holders. 

To guard against the possibility that such expectations will be dis- 
appointed, the Class A shares are afforded a liquidation preference 
over the Class B shares equal to the present amount of their claim. 
In view of the size of the presently productive assets of the reorga- 
nized company, the liquidation preference for Class A would be cov- 
ered without regard to the results in Canada. 

It should be noted that the substantial income from present opera- 
tions will either be reinvested, enlarging the capita! base of the re- 
organized company and the assets which its stock represents, or dis- 
tributed as dividends so that a current return, also independent of 
Canadian results, will be earned on the investment. 

Nevertheless, we cannot overlook the fact that Class A stock differs 
from Class B stock only in its liquidation preference. Since liquidation 
of the reorganized company would be an extremely remote contin- 
gency, that preference can be given little weight. We must regard the 
plan as filed as essentially providing for one class of stock. Based on 
the value of $69.6 million derived above, the 4,338,000 shares of both 
classes would represent about $16 a share and the 29.2% of the shares 
allowed the senior creditors would represent about $20.3 million, com- 
pared to $25.2 of senior claims. No real recognition of the subordina- 
tion is afforded by the trustee’s plan. 

In an effort to expedite completion of this proceeding and to avoid 
extensive changes to an otherwise well considered plan of reorganiza- 
tion, we will suggest an amendment within the framework of the plan 
proposed. We do not present this as the only possible solution. 

We propose that each share of Class A stock be convertible into 114 
shares of Class B stock, at the option of the holder at any time until 
the expiration of the fifth year after consummation of the plan. The 
potential increase in the number of shares of stock outstanding would 
be 25% of the entire issue, since only half of the shares issued are 
Class A shares. On a fully diluted basis, the total shares outstanding 
would be 5.4 million instead of 4.3 million. 

With respect to creditors who receive equal amounts of Class A and 
Class B shares, the change would have no substantive effect. It does 
give meaning to the trustee’s reallocation of 633,500 Class A shares 


246-829 O - 79 - 62 
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from the subordinated to senior creditors and their replacement by an 
equal number of Class B shares for the subordinated debenture 
holders. 

Upon full conversion, the 1,267,000 Class A shares of the senior 
creditors would become 1,900,000 Class B shares and increase their 
percentage ownership of stock from 29.2% ($20.3 million in value) to 
35% ($24.4 million). 

Conversely, full conversion of all the Class A shares would increase 
the holdings of subordinated debenture holders to 2,254,000 shares, or 
to 41.6% of the equity ($28.9 million value) instead of 47.4% ($33 
million value). The conversion privilege would thus potentially trans- 
fer 5.8% of the equity ($4.1 million value) from subordinated to 
senior creditors. 

Based on the $69.6 million value, fully diluted shares would repre- 
sent about $12.84 of value, or $19.25 for 114 shares. The conversion 
privilege also gives the Class A shareholders an enlarged interest in the 
accumulated earnings of the reorganized company during the five year 
conversion period, while allowing them the liquidation preference of 
$20 against adverse developments during the same period. 

We have generally opposed intrusion of convertible securities, op- 
tions and other complexities into plans of reorganization. One effect 
of such provisions is to make the value of distributions dependent in 
part on unpredictable future actions of the creditors themselves. Thus, 
if only half the Class A shares were converted on the terms we pro- 
pose, per share value would become $14.26 ($21.39 for 114 shares), 
instead of $12.84 fully diluted. A guess as to the extent of conversion 
would be one necessary element in investment decisions during the 
conversion period. 

In this case, however, most of the other disadvantages of such privi- 
leges would be lacking. Both classes of stock will represent a swbstan- 
tial present equity interest in the reorganized company. We are not 
suggesting issuance of purely speculative or contingent rights. Nor 
would a pyramid of securities of various ranks, changing as conver- 
sion occurs, be created. The equity would be represented at all times by 
a conventional common stock with only a limited uncertainty as to the 
ultimate number of shares, and the investment factors which would 
lead to conversion are clear, so the choice to be expected would be 
relatively easy to evaluate. 

Under these circumstances we conclude that the plan may be found 
to be fair and equitable to the senior creditors and to the subordinated 
debenture holders if amended in substantially the manner described 
above. 
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OTHER MATTERS 


KRC is subject to the registration and reporting requirements of 
Section 12(g) of the Securities Exchange Act of 1934 (15 U.S.C. 
781(g)), and it will continue to be subject to these provisions after 
reorganization. We recommend that, as soon as practicable after con- 
firmation, appropriate pro forma financial statements of the reorgan- 
ized company be submitted to our Division of Corporation Finance 
for examination and review. 

By the Commission. 





IN THE MATTER OF 


COOK, TREADWELL & HARRY, INC. 


File No. 38-4719. Promulgated September 8, 1975 


Securities Exchange Act of 1934 


ORDER INSTITUTING PROCEEDINGS 


The Commission deems it appropriate that proceedings be institutea 
against Cook, Treadwell & Harry, Inc. (“CTH”) pursuant to Section 
15(c) (4) of the Securities Exchange Act of 1934 (“Exchange Act”)? 
to determine whether CTH’s filings with the Commission pursuant to 
Sections 13 and 15(d) of the Exchange Act and the rules and regula- 
tions promulgated thereunder were deficient in that they omitted to 
state material facts as set forth below. 

CTH, simultaneously with the institution of these proceedings, has 
submitted an Offer of Settlement for the purpose of disposing of the 
issues raised in these proceedings. Under the terms of its Offer of 
Settlement, CTH, solely for the purpose of these proceedings, stipu- 
lates to the facts set forth in Section I hereof, and, without admitting 
or denying the findings set forth herein, consents to the findings herein 
and the issuance of this Order. 

The Commission has determined it is appropriate and in the public 
interest to accept the Offer of Settlement of CTH and accordingly is 
issuing this Order. 


FINDINGS AND ORDER OF THE COMMISSION 


I. FACTS 
BACKGROUND 
CTH, a Tennessee corporation with its principal offices in Memphis, 
Tennessee, is primarily engaged in the insurance agency-brokerage and 
insurance underwriting business. CTH is a 96.3% owned subsidiary 


1Section 15(c) of the Exchange Act states: 

“If the Commission finds after notice and opportunity for hearing that any person 
subject to the provisions of Section 12, 13 or subsection (d) of Section 15 of this 
title or any rule or regulation thereunder has failed to comply with any such pro- 
vision, rule or regulation in any material respect, the Commission may publish its find- 
ings and issue an order requiring such person to comply with such provision or such 
rule or regulation thereunder upon such terms and conditions and within such time 
as the Commission may specify in such order.” 


45 §.E.C.-—34—_11639 
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of Cook Industries, Inc. Pursuant to Section 15(d) of the Exchange 
Act, CTH was required to file with the Commission the reports re- 
quired by Section 13 of the Exchange Act and the Rules and Regu- 
lations promulgated thereunder. On or about June 28, 1972, the 
Commission declared effective a registration statement (the “1972 
Registration Statement”) offering 300,000 shares of its common stock 
at $9.00 per share. Immediately after this offering, CTH was an ap- 
proximately 87% owned subsidiary of Cook Industries, Inc. 
MISSTATEMENTS OF EARNINGS 

CTH conducts its underwriting business through a wholly-owned 
subsidiary, Cotton Belt Insurance Company, Inc. (“Cotton Belt”). 
Numerous errors in connection with the computation of income for 
Cotton Belt during its 1971-1973 fiscal years resulted in misstatements 
in the financial statements of Cotton Beit and, in turn, CTH. The most 
significant errors arose in connection with the establishment of re- 
serves resulting from Cotton Belt’s participation in certain pool rein- 
surance agreements.” As a participant in such reinsurance agreements, 
Cotton Belt would generally receive periodic reporis from the man- 
agers of the pools, setting forth the net amount due to or from Cotton 
Belt, and, in some instances, the operating results of the pool, and 
unpaid losses and unearned premiums. During the periods in question, 
the information contained in these reports were nut properly reflected 
in the financial statements of Cotton Belt. 

In recording the results of the operations of the pool reinsurance 
agreements, Cotton Belt made errors in the following three areas 
which resulted in a material overstatement of earnings: 

(a) The failure to properly record reserves for incurred but 
not reported losses (“IBNR”)—The IBNR reserve is a provision 
for losses which have not been reported to the insurance company, 
but which are assumed to exist. Cotton Belt periodically added 
to its IBNR reserve an amount equal to the proceeds received by, 
or due to, Cotton Belt from the reinsurance pools. This procedure 
was not appropriate since the determination of the IBNR reserve 
should have been based on other factors. In adaition, on several 
occasions, Cotton Belt arbitrarily reduced its [BNR reserve. 

(b) The failure to record a reserve for some unpaid losses—The 
reserve for unpaid losses represents an amount of losses which 
have been reported to, but not yet paid by, an insurance company. 
Cotton Belt did not record a reserve for some unpaid losses, al- 
though it represented a significant amount. 

2A reinsurance contract is a contract by which an insurance or reinsurance company 


transfers the risk of loss to another insurer. In a pool reinsurance agreement, the risk 
is assumed by a number of companies. 
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(c) The failure to record a liability for some unearned premi- 
wms—An unearned premium is the amount of a premium 
applicable to the unexpired term of an insurance policy. It is a 
liability of an insurance company because it reflects an amount 
which the company has not yet “earned”, i.e., the company has 
not yet assumed the risk for the period of time to which the 
premium is attributable. Cotton Belt included unearned premiums 
in its earnings and failed to set up a corresponding liability for 
some unearned premiums on its balance sheet. 

In addition to the aforementioned matters in connection with its 
pool reinsurance agreements, certain other matters were improperly 
reflected on the financial statements of Cotton Belt and, in turn, CTH. 
One such matter was the understatement of Cotton Belt’s reserves for 
unpaid losses and loss adjustment expenses. The effect of this under- 
statement during 1973 subsequently resulted in a downward adjust- 
ment of Cotton Belt’s 1973 earnings totalling approximately $676,000. 
Further, at various times during the 1971-1973 period, Cotton Belt 
incorrectly computed the unearned premiums applicable to certain 
types of its insurance business. 

The following table reflects an adjustment of CTH’s and Cotton 
Belt’s earnings after reversing the improperly recorded items: 


Year ended December 31— 


1971 1972 1973 


CTH and Consolidated Subsidiaries: 
Net earnings (loss), as previously reported -______- ea $1, 033,435 $1, 126,544 $(1, 614, 813) 
Aasasstmencs Wecrenses) -.  ae ee e eceacd (132,369) (702,230) (598,371) 


Net earnings Goss), as restatei.......... <2. cscs sess hn 901, 066 








Net earnings (loss) per average share outstanding based on equal divi- 
dend rights, as previously reported 

Ajamatents Gheerenees) < 2-33.55. 4 Stati eee es 

Net earnings (loss) per average share outstanding based on equal divi- 
dend rights, as restated __.___-__- 








Cotton Belt: 


Net earnings (loss), as previously reported _____..._...__---_------ 632,831 (2,202, 186) 


Adjustments (decreases) -...........-.-.---..----..----------.-.-. (182,369) (702,230) (598,371) 


Net earnings (loss), as restated................--..-.--.----------. 628, 595 (69, 399) (2,800, 557) 


The financial statements of Cotton Belt and CTH for the years 1971, 
1972 and 1973, some or all of which were contained in CTH’s 1972 and 
1973 Annual Reports on Form 10-K, its 1972 Registration Statement 
and certain of its 1972 and 1973 Quarterly Reports on Form 10-Q, 
contained the errors discussed above. 
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II. FINDINGS 


We find that the consolidated financial statements of CTH and the 
financial statements of Cotton Belt for the years 1971, 1972 and 1973 
were materially false and misleading. In addition, the inclusion of 
some or all of these financial statements in CTH’s 1972 and 1973 An- 
nual Reports on Form 10-K, its 1972 Registration Statement, and 
certain of its 1972 and 1973 Quarterly Reports on Form 10-Q render 
these filings materially deficient. 


III. MITIGATING FACTORS 


In its Offer of Settlement, CTH has requested that the Commission 
consider the following mitigating factors: 

Upon discovery of discrepancies in its financia] statements, CTH 
promptly notified the staff of the Commission and requested that trad- 
ing in the common stock of CTH be suspended. Simultaneously, CTH 
issued a press release announcing that trading had been suspended in 
its common stock and that, based upon a preliminary review of its fi- 
nancial statements, it appeared that there has been material misstate- 
ments of the results of its operations as reflected in its audited financial 
statements for the year ended December 31, 1972. That release, in part, 
also stated that CTH intended to take such other action as it deemed 
appropriate for the protection of its stockholders. 

Subsequently, CTH replaced auditors and pursuant to an Offering 
Circular, dated November 14, 1974, offered to purchase any and all 
shares of its common stock which were originally offered and sold 
to the public pursuant to the 1972 Registration Statement (i) for 
$9.00 per share (the initial public offering price), in the case of per- 
sons who purchased shares in the 1972 public offering, or (ii) for the 
amount paid by each such person for his respective shares, in the 
case of persons who purchased shares subsequent to the public offer- 
ing but prior to May 8, 1974; plus interest on that amount at the rate 
of 6% per annum from the date of purchase of those shares to the 
date of payment by CTH, less any dividends received by any such 
person. CTH purchased approximately 274,000 shares of common 
stock and paid approximately $2,220,000, including interest, pursuant 
to this offer. 

In addition, CTH offered to persons who purchased shares of its 
common stock which were originally sold in the 1972 public offering 
and who sold those shares at a loss prior to May 8, 1974, an amount 
equal to that loss, plus interest on the amount of the purchase price 
for their shares at the rate of 6% per annum from the date of pur- 
chase up to and including the date of disposition of those shares. 
plus interest on the amount of the loss at that rate from date of dispo- 
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sition to the date of payment by CTH, less any dividends received 
by any such person. Approximately $540,000 was paid pursuant to 
this offer. 

After discussions with the staff of the Commission, CTH has under- 
taken to make, pursuant to a registration statement, offers to (a) pur- 
chase any and all shares of its common stock originally offered and 
sold to the public pursuant to the 1972 public offering from persons 
who did not accept the prior offer, on substantially the same terms 
and conditions as set forth above, and (b) allow former stockholders 
of CTH who accepted the prior offer the right to reacquire their shares 
upon payment to CTH of the amounts received in that offer. 

Moreover, CTH has fully cooperated with the staff of the Com- 
mission in connection with its inquiry into these matters, and has pro- 
vided the staff of the Commission with all information it requested 
in connection with its review of these matters. 

Finally, CTH performed a thorough review of its financial state- 
ments for 1971, 1972 and 1973 to determine the nature and extent 
and cause of the adjustments to the financial statements of CTH 
and Cotton Belt, and the reasons for the errors in the previously re- 
ported financial statements for those years. 


IV. ORDER 


In view of the foregoing, we deem it appropriate and in the public 
interest to accept the Offer of Settlement of CTH, and accordingly, 
IT IS ORDERED that such proceedings be, and thereby are, 
instituted. 

IT IS FURTHER ORDERED that 

(i) CTH amend its Annual Reports on Form 10-K for 1972 and 
1973 as to disclose the matters discussed herein and restate the finan- 
cial statements contained therein ; 

(ii) CTH comply with its undertaking to describe in its next com- 
munication to shareholders the substance of this Order. 

By the Commission. 
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IN THE MATTER OF 


METRO-GOLDWYN-MAYER, INC, 


File No. 83-4722. Promulgated September 12, 1975 
Securities Exchange Act of 1934 
ORDER INSTITUTING PROCEEDINGS 


The Commission deems it appropriate that proceedings be insti- 
tuted with respect to Metro-Goldwyn-Mayer Inc. (“MGM”) pursuant 
to Section 15(c) (4) of the Securities Exchange Act of 1984 (the “Ex- 
change Act”)! to determine whether MGM’s filings with the Commis- 
sion pursuant to Section 13 of the Exchange Act and the rules and 
regulations promulgated thereunder were deficient in that they omitted 
to state material facts as set forth below. 

Simultaneously with the institution of these proceedings, MGM has 
submitted an offer of settlement for the purpose of disposing of the is- 
sues raised in these proceedings. Under the terms of its offer of settle- 
ment, MGM, solely for the purpose of these proceedings, stipulates to 
the facts set forth in Section I hereof, and, without admitting or deny- 
ing the findings set forth herein, consents to the findings and order. 
Kirk Kerkorian, the majority shareholder and Vice Chairman of the 
Board of Directors of MGM, has also agreed to comply with and be 
bound by the terms of the order. 

The Commission has determined that it is appropriate and in the 
public interest to accept the offer of settlement of MGM and accord- 
ingly is issuing this order. 


FINDINGS, OPINION AND ORDER 
I. FACTS 


MGM, a Delaware corporation with its principal offices in Culver 
City, California, is and has been for many years registered with the 


i Section 15(c) (4) of the Exchange Act provides in part that if the Commission finds 
after notice and opportunity for hearing that any person subject to the provisions of 
Section 12, 13 or subsection (d) of Section 15 of this title or any rule or regulation 
thereunder has failed to comply with any such provision, rule or regulaticn in any ma- 
terial respect, the Commission may publish its findings and issue an order requiring such 
person to comply with such provision or such rule or regulation thereu:t.der upon such 
terms and conditions and within such time as the Commission may specity ‘n such order. 


45 S.E.C.—34——11649 
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Commission pursuant to Section 12(b) of the Exchange Act. MGM 
reported total assets of $307,000,000 at May 31, 1975, and had approxi- 
mately 12,000 stockholders of record as of July 30, 1975. MGM’s com- 
mon stock, as well as its public debenture issues, are traded on the New 
York Stock Exchange. 

Toward the end of 1973, Mr. Kerkorian had very substantial loans 
from the Bank of America (“Bank”) and a substantial loan from an- 
other financial institution. The loan from the other financial insti- 
tution was to come due at the end of 1973, and the other financial 
institution had indicated it would grant no further extension of time. 
As a result of a request from the Bank, Mr. Kerkorian, in a letter sent 
to the Bank in December of 1973, undertook to pay a substantial por- 
tion of the loan by June 30, 1974, and the remainder by the end of 
1974. He had assets, including his shares of MGM, which he could 
have sold to pay the loan, but he did not wish to sell such assets or 
reduce his percentage interest in MGM. 

Beginning in the latter part of 1973, MGM, with the participation 
of Mr. Kerkorian, entered into a number of transactions and proposed 
transactions which either had the effect of enabling, or would have had 
the effect of enabling Mr. Kerkorian to meet a substantial part of his 
obligations without reducing his percentage interest in MGM. The 
first of these transactions was a $1.75 per share dividend which was 
declared by MGM to all shareholders on November 21, 1973, from 
which he realized approximately $5 million which he used to repay the 
loan to the other financial institution which was due by the end of the 
year. The second transaction was a registered exchange offer made in 
July of 1974 pursuant to which MGM offered to all shareholders to 
exchange $3 in cash and $23 principal amount of a subordinated de- 
benture for each share of common stock. Mr. Kerkorian participated 
in the exchange offer on a modified pro rata basis, thereby maintaining 
his proportionate ownership interest, and received approximately $1.3 
million in cash and approximately $10 million in debentures. Such 
cash was then used to pay interest on the Bank’s loan. At about the 
time of the exchange offer, a representaive of Mr. Kerkorian pro- 
posed to the Bank the possibility of a registration of his debentures 
under the Securities Act of 1933 whereby the proceeds would be used 
to pay the Bank. A registration statement is now pending for that 
purpose. 

Subsequent to the 1974 exchange offer, MGM proposed one trans- 
action (and considered preliminarily another) which would have pro- 
vided Mr. Kerkorian with funds which he would have used to pay a 
portion of his loans to the Bank without diminishing his percentage 
interest in MGM stock. While the transaction which was proposed was 
publicly announced, it was not consummated. 
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Certain members of the Board of Directors of MGM were aware of 
the status of the aforesaid indebtedness. The full Board was not in- 
formed, nor did it discuss, whether or not Mr. Kerkorian had a per- 
sonal interest or motive in the transactions. Nor did any of the public 
disclosures made by MGM, including the annual and other periodic 
reports filed with the Commission under the Exchange Act, and the 
registration statement filed in connection with the exchange, contain 
such full disclosure. 


II. OTHER CIRCUMSTANCES 


MGM has requested that the Commission consider the following 
circumstances: 

1. MGM believes that each of the corporate activities described 
herein was undertaken for an appropriate corporate purpose. The 
$1.75 per share dividend was declared after taking into account 
MGM’s financial requirements and the significant amounts of cash 
MGM received in late 1973 as a result of certain asset dispositions 
and other transactions. The principal purpose of the 1974 exchange 
offer was to acquire MGM’s stock which was trading at what MGM 
believed to be undervalued prices. As a result of general market con- 
ditions prevailing at the time, many other companies were also mak- 
ing exchange offers for their stock since they too believed that their 
stock was undervalued. 

2. MGM believes that each of the corporate activities described here- 
in benefitted MGM and each and all of its shareholders in proportion 
to their respective holdings. Each of the shareholders of MGM re- 
ceived the $1.75 per share dividend, and each shareholder had the 
option of participating in the 1974 exchange offer on a basis similar 
to Mr. Kerkorian’s participation, whereby the shareholder could have 
maintained his proportionate ownership interest in MGM and still 
have received cash and debentures from MGM; 

3. MGM believes that each of the corporate activities described here- 
in were in accordance with applicable state law ; 

4. MGM believes that there was full disclosure to MGM’s share- 
holders of the manner in which Mr. Kerkorian intended to participate 
in the 1974 exchange offer ; 

5. At the time of the transactions described herein, Mr. Kerkorian 
believed that the only portion of his personal financial affairs which 
was not disclosed to MGM’s Board of Directors was that in which 
MGM had no appropriate business interest ; and 

6. Because of the corporate purposes served by declaring the $1.75 
per share dividend and by making the 1974 exchange offer, MGM be- 
lieves that its Board of Directors would have authorized these transac- 
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tions even if they had been completely informed as to Mr. Kerkorian’s 


personal financial affairs. 
III. FINDINGS 


The Commission finds that in connection with Mr. Kerkorian’s par- 
ticipation in the arranging of the aforesaid transactions, he in part 
was motivated by a need to meet his obligations to repay the banks. 
The filings made by MGM under Section 13 of the Exchange Act were 
deficient because they did not disclose certain direct or indirect in- 
terests of officers, directors, and principal shareholders in corporate 
transactions, including the identity of the individual and his relation- 
ship to the corporation and the nature and amount of his interest in 


the transaction. 
IV. ORDER 


In view of the foregoing, the Commission deems it appropriate in 
the public interest to accept the offer of settlement of MGM and ac- 
cordingly IT IS HEREBY ORDERED that such proceedings be and 
are hereby instituted and that: 

1. MGM correct its reports filed with the Commission by amending 
its annual report filed on Form 10-K for the fiscal year ending August 
31, 1974; 

2. Mr. Kerkorian comply with his undertakings: 

(a) to disclose fully to MGM’s Board of Directors on a quar- 
terly basis the status of his bank indebtedness ; 

(b) to disclose fully to MGM’s Board of Directors any corpo- 
rate action of MGM of which he has any knowledge which results 
in consideration flowing to him or other special benefits accruing 
to him, other than in the ordinary course of business; 

3. MGM comply with its undertakings: 

(a) to file quarterly with the Commission on Form 8-K a re- 
port which certifies that the undertakings set forth in 2(a) and 
2(b) have been satisfied ; and 

(b) to take further action as MGM deems appropriate within 
90 days from the date of this order to assure compliance with 
this order. 

By the Commission. 




































IN THE MATTER OF 
PAUL L. RICE 
File No. 3-2451. Promulgated September 22, 1975 
Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Grounds for Remedial Action 
Sale of Unregistered Securities 


Where salesman of registered broker-dealer participated in his customers’ 
sales of unregistered securities in violation of the Securities Act, held, salesman 
could not shift the entire responsibility for compliance with the Act’s require- 
ments to his superiors, and public interest required his suspension for 30 days. 


APPEARANCES: 


A. Bob Jordan, of Travis & Jordan, for Paul L. Rice. 
Joon H. Saxer and Cecil S. Mathis, of the Fort Worth Regional 
Office of the Commission, for the Division of Enforcement. 


FINDINGS, OPINION AND ORDER 


Paul L. Rice, a salesman for the former broker-dealer firm of Stone 
Summers & Company,’ appeals from the initial decision of an ad- 
ministrative law judge. The hearing officer found that Rice aided and 
abetted violations of the Securities Act’s registration provisions in con- 
nection with the sale of unregistered common stock of United Austra- 
lian Oil, Inc. (“UAO”). 

The facts are largely undisputed. In November and December 1968, 
Stone Summers sold 698,000 shares of UAO stock to other broker- 
dealers. It had purchased 100,000 of those shares from one Paul Daw- 
son for its own account, and it sold the remainder as agent for Dawson 
(100,000 shares) and one Charles Allen (498,000 shares), 

Rice handled the accounts of Dawson and Allen at the firm, and they 
both dealt with him in arranging the sale of their UAO stock. Rice had 
known both Dawson and Allen for some time. In fact, Allen was Ricc’s 
attorney and a personal friend of some twenty years’ standing. In 
1967, Dawson had been manager of, and Allen an attorney for, Sound 
Tronics of Oklahoma, Inc., a background music company owned by 


1Stone Summers withdrew its broker-dealer registration in August 1973. 


45 S.E.C.—34——_11667 
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H. B. Todd, the president of UAO. That same year, UAO acquired 
Sound Tronics, and Dawson and Allen were given UAO stock in part 
payment for services rendered. Rice handled the sale of some of theit 
stock while working for another broker-dealer prior to becoming asso- 
ciated with Stone Summers. 

On November 1, 1968, Dawson transmitted to Rice two certificates, 
dated August 26, 1967, for 100,000 shares each of UAO stock. 'The cov- 
ering letter stated that the shares were “free trading” and “not invest- 
ment legend stock,” and requested that they be sold for Dawson’s 
account. Rice admitted that he was told by Dawson that Dawson had 
received the stock in payment for his services to Sound Tronics when 
he left UAO. Nevertheless, Rice proceeded with the sale. Dawson’s 
stock was sent to UAO, which acted as its own transfer agent, broken 
up into 1000-share certificates in Stone Summers’ name, and sold as 
indicated above. 

In late November or early December, 1968, Allen made an arrange- 
ment with Todd, UAO’s president, for the purchase of 500,000 shares 
of UAO stock. Todd stated that the shares belonged to another UAO 
stockholder named “W. H. Walker” and were “good and tradable.” 
On December 7, 1968, an employee of Todd delivered the shares, which 
were already in 1000-share certificates in Stone Summers’ name, to 
Allen, and shortly thereafter Allen gave them to Rice for sale. Allen 
told Rice that he had acquired the shares through Todd, whom Rice 
knew to be UAO’s president, but Rice made no further inquiry. Sub- 
sequently, Allen discovered that “Walker” was an alias used by Todd. 

When the sales in question were made, there was no UAO registra- 
tion statement on file with us. Hence the sales violated Sections 5(a) 
and 5(c) of the Securities Act unless they fell within one of the 
exemptions which the Act provides. The burden of establishing the 
availability of such an exemption is on the person claiming it.? Rice 
has not met that burden. 

Rice claims that Stone Summers’ sales as principal of the 100,000 
UAO shares it purchased from Dawson were exempt as transactions 
by a dealer under Section 4(3) of the Securities Act, and that its sales 
as agent for Dawson and Allen were exempt as brokers’ transactions 
under Section 4(4). But Dawson and Allen were “underwriters” 
within the meaning of that term as used in Section 2(11) of the Se- 
curities Act.’ The dealers’ exemption is not available to a dealer selling 
unregistered securities acquired from an underwriter, and neither is 


78.H.C. v. Ralston Purina Company, 346 U.S. 119 (1953) ; Pennaluna ¢ Co., Inc., Vv. 
S.H.C., 410 F. 2d 861, 865 (C.A. 9, 1969), cert. denied, 396 U.S. 1007 (1970). 

3 Section 2(11) defines an underwriter to include any person who purchases securities 
from an issuer with a view to distribution. For purposes of that definition, issuer is de- 
fined to include any person who controls the issuer. 
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the brokers’ exemption when the broker knows or ha _ reasonable 
grounds to believe that his principal is an underwriter.* 

Rice knew that Dawson had recently acquired his stock from the 
issuer. And the manner of Allen’s acquisition clearly should have 
moved Rice to make further inquiry. Under the circumstances, he could 
not rely on the self-serving statements made by his principals and 
Todd that the stock was “free trading.” Nor could he place any reliance 
on the fact that the certificates did not bear a restrictive legend,° or 
the circumstance that the issuer, acting as its own transfer agent, was 
willing to transfer the shares.® 

Rice’s argument that the responsibility for complying with the Se- 
curities Act’s registration and prospectus-delivery requirements rested 
wholly on his superiors goes much too far. Salesmen also have some 
measure of responsibility in these matters.’ This is not to say that they 
must be finished scholars in the metaphysics of the Securities Act. But 
familiarity with the rudiments is essential. Here it must have been 
obvious to any professional in the securities business that Dawson was 
a mere conduit through whom UAO stock was moving from the issuer 
itself to the public. And with respect to Allen’s 498,000 shares, even a 
salesman less experienced than Rice * would, we think, have realized 
that some inquiry was called for when presented with so large a block 
of an obscure penny stock known to have emanated from a source 
close to the issuer’s president.® 

We conclude, as did the hearing officers, that Rice willfully aided 


*Quinn and Company, Inc., 44 S.E.C. 461, 466, 469 (1971), aff'd sub nom. Quinn and 
Company, Inc. v. S.E.C., 452 F. 2d 943 (C.A. 10, 1971), cert. denied, 406 U.S. 957 (1972); 
Merrill Lynch Pierce, Fenner & Smith Incorporated, 45 S.B.C. 185, 188 (1973); Ira 
Haupt & Company, 23 S.E.C. 589 (1946). 

5See Stone Summers € Company, 45 S.H.C. 105, 109 (1972), end authorities there 
cited. 

6Id.; see also Stead v. S.H.C., 444 F. 2d 713, 716 (C.A. 10, 1971). 

7Quinn and Company, Inc. v. 8.E.C., 452 F. 2d 948, 946-947 (CA. 10, 1971): “[S]e- 
curities salesmen are under a duty to investigate, and a violation of that duty brings 
them within the term ‘willful’. . .’’; Mark E. O’Leary, 43 S.E.C. 842, 848 n. 13 (1968), 
aff'd sub nom. O’Leary v. S.E.C., 424 F. 2d 908 (C.A.D.C. 1970): Merrill Lynch, Pierce, 
Fenner &€ Smith Incorporated, 45 S.B.C. 185, 188 (1973) ; Strathmore Securities, Inc., 
43 S.E.C. 575, 582 (1967). 

8 Rice had over ten years experience in the business and had once been the proprietor 
of his own firm. 

*As we said in Securities Act Release No. 4445, Distribution by Broker-Dealers of 
Unregistered Securities (February 2, 1962): 

“The amount of inquiry called for necessarily varies with the circumstances of par- 
ticular cases. A dealer who is offered a modest amount of a widely traded security by a 
responsible customer, whose lack of relationship to the issuer is well knowx .to him, 
may ordinarily proceed with considerable confidence. On the other hand, when a broker 
is offered a substantial block of a little-known security, either by persons who appear 
reluctant to disclose exactly where the securities came from, or where the surrounding 
circumstances raise a question as to whether or not the ostensible sellers may be merely 
intermediaries for controlling persons or statutory underwriters, then searching inquiry 
is called for.” 
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and abetted violations of Sections 5(a) and 5(c) of the Securities 
Act.!° 


PuBLIc INTEREST 


The hearing officer barred Rice from association with any broker 
or dealer with the proviso that, after one year, he might become so 
associated upon a satisfactory showing to our staff that he would be 
adequately supervised. 

Rice argues that this sanction is too severe. He points out that his 
supervisors at Stone Summers were only suspended for 30 days for 
essentially the same violations.11 The harsher sanction imposed on 
Rice by the hearing officer was based on his conclusion that Rice and 
Allen had agreed to share the profits that Allen would realize from 
the sale of his UAO stock. Rice vehemently denies, as he did at the 
hearings, that there was such an agreement. And, after a careful 
review of the record, we are unable to conclude that any such arrange- 
ment was made. We further note that this appears to be the first 
disciplinary action in which Rice has been involved. Under the cir- 
cumstances, we consider that the public interest will be satisfied by 
suspending Rice from association with any broker or dealer for 30 
days. 

Accordingly, IT IS ORDERED that Paul L. Rice be, and he 
hereby is, suspended from being associated with any broker or dealer 


for 30 days, effective as of the opening of business on October 6, 
1975. 

By the Commission (Chairman Garrerr and Commissioners Loomis, 
Evans and Sommer) ; Commissioner Potiack not participating. 


10In his petition for review. Rice raises various procedural issues. First, he complains 
of the hearing officer's failure to sustain his objections to the admission of certain un- 
specified evidence. But, contrary to Rule 18 of our Rules of Practice, Rice’s brief does 
not specify the evidence in question or even mention the issue. And we have found no 
error in the admission of evidence. Next, Rice complains that the Division of Enforce- 
ment failed to abide by its stipulation with him governing the conduct of these proceed- 
ings. Again, there is no specification of the respects in which the Division allegedly failed 
to comply with its agreement. And our review of the record discloses none. Finally, Rice 
argues that the hearing officer was biased and should have disqualified himself. This con- 
tention is based on rulings by the hearing officer refusing, at the request of our staff, to 
grant Rice an extens‘on of time for the full period requested to file an answer in these 
proceedings, and refusing to grant him a continuance while granting similar requests by 
our staff. We have reviewed these rulings and find no error or evidence of bias, espe- 
cially in light of the dilatory tactics pursued in these proceedings by Rice. See Paul L. 
Rice, Securities Exchange Act Release No. 9206 (June 14, 1971). Moreover, we note that, 
subsequent to the rulings in question, Rice expressly stipulated that the same hearing 
officer could preside at the hearings with respect to him. 

11 Stone Summers ¢ Company, 45 S.H.C. 105, 111 (1972). 








IN THE MATTER OF 


THE APPLICATION OF 


WILLIAM H. PRINCE 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 


File No. 38-4442. Promulgated September 25, 1975 


Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violations of Rules of Fair Practice 
Doing Business While Insolvent 
Fraud 
Failing to File Required Reports 
“Conditional” President 


Where corporate broker-dealer’s presi@ent caused it to do business while 
insolvent and to breach its reporting obligations, registered securities associa- 
tion’s bar of president from association with any member as a principal or in 
any supervisory or managerial capacity, affirmed. 

Corporate broker-dealer’s president is responsible for seeing to it that the 
firm complies with regulatory requirements. Once he assumes title of president 
and holds himself out to the public as chief executive officer, he cannot claim 
that he was merely a “conditional” president, not responsible for the firm’s 
derelictions. 

The conduct of a securities business involves implied representations of 
solvency and of ability to meet obligations as they arise. A professional in the 
securities business who breaches those representations is guilty of fraud. 


APPEARANCES: 


Delwin T. Pond, for William H. Prince. 
Lloyd J. Derrickson, Andrew McR. Barnes and Raymond J. 
Gudini, for the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 
I 


William H. Prince, formerly president of Comstock Securities, Ltd., 
formerly a member of the National Association of Securities Dealers, 
Inc. (“NASD”), seeks review of NASD disciplinary action taken 
against him. The NASD found Prince responsible for Comstock’s 

45 S.E.C.—34——11680 
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doing business while insolvent, and for its failure to comply with our 
reporting requirements and with those of the NASD.' Concluding that 
Prince had violated its Rules of Fair Practice, the NASD 
(A) Barred him from serving with any of its members as a 
principal, a manager, or a supervisor ; 
(B) Fined him $250; and 
(C) Censured him.? 
Applicant does not dispute the firm’s violations. He argues only 
that: 
(1) He should not be held liable for them; and’ 
(2) Even if he should be deemed culpable to some extent, a life- 
time bar is unwarranted—a temporary bar would be sufficient. 


II 


Comstock registered with the Commission as a broker-dealer and 
became an NASD member in 1971. Its small initial capital was pro- 
vided by its then five principals. Soon after Comstock opened, it ran 
into serious back office problems. Among other things, a computer sys- 
tem warranted to it as fool-poof failed. On several occasions during its 
short existence, bookkeeping and net capital problems plus warnings 
from our staff forced the firm to close its doors. It voluntarily ceased 
operations for virtually the whole month of August 1972. It reopened 
on September 1. But the record shows that the firm was insolvent when 
it resumed operations and that it should never have done so. 

Prince joined the firm in June 1972. He began as a principal, with 
responsibility for training salesmen. Clark D. Chytraus, up to then at 
least formally president, resigned late in August 1972. On September 
1, 1972, Prince succeeded Chytraus as president. Thus Prince took 
command of Comstock’s destinies on the very day of the firm’s ill- 
advised decision to reopen. 

Prince was the firm’s president for a little more than a month. Dur- 
ing that troubled period, he spent most of his time trying to mollify its 


1 §pec'fically Comstock was found to have (1) failed to file timely reports of fails to 
receive and fails to deliver 60 days or older: (2) failed to amend its NASD annlication 
to reflect the fact that Prince had replaced Clark D. Chytraus as its president; (3) failed 
to file, filed late or filed incomplete Form X—17a—11 reports for February, May, July and 
August 1972 and failed to file timely the quarterly report of its financial condition for 
June 1972 required by the NASD; and (4) failed to answer a letter from the NASD 
dated October 4, 1972, inquiring about delinquent filings. Comstock’s broker-dealer reg- 
istration has been revoked. Comstock Securities, Limited, Securities Exchange Act Re- 
lease No. 10937 (July 31, 1974), 4 SEC Docket 660. 

2It also expelled Comstock from membership in the Association. In addition, the NASL’ 
imposed sak&ctions on Clark D. Chytraus, Prince’s predecessor as Comstock’s president, 
identical with those imposed on Prince. (Chytraus has on his consent been barred from 
association with any broker or dealer. Olark Darrell Chytraus, Securities Exchange Act 
Release No. 10583 (January 4, 1974), 3 SEC Docket 333.) One Douglas M. Yeaman, a 
Comstock registered representative, was barred from association with any NASD member 
in any capacity. Finally, costs in the sum of $273 were assessed jointly and severally 
against all of the respondents, including Prince. None of the respondents other than 
Prince chose to appeal to us. 
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creditors. The firm’s business (selling and making markets in unlisted 
penny stocks) was moribund, and its financial situation hopeless. 

On October 7, Prince resigned. Chytraus then returned to the scene. 
Soon thereafter this Commission brought an injunctive action that 
resulted in Comstock’s liquidation under the Securities Investor Pro- 
tection Act.’ 

III 


Applicant contends that he is not responsible for the violations 
since Comstock was in dire straits before he ever joined it. He points 
out that by the time he became president, the situation was hopeless. 
He also says that he did not realize this. 

Somewhat inconsistently, he argues that his acceptance of the presi- 
dency was “conditional.” He asserts that the firm was actually con- 
trolled by a certain Mr. Yeaman.* And the record seems to bear him 
out on that. Ostensibly, Yeaman was a mere registered representa- 
tive with no proprietary interest in the firm. Actually, however, Yea- 
man seems to have been Comstock’s moving spirit and guiding genius.° 

Prince claims to have extracted a promise from Yeaman that Com- 
stock would be placed on a sound financial basis, its books and records 
updated and a permanent financial principal installed.6 Finally, 
Prince contends that he tried in good faith to comply with regulatory 
requirements. When he realized the enormity of Comstock’s problems, 
he tried to persuade Yeaman to liquidate the firm. Yeaman then fired 
him. 


IV 


Our study of the record indicates that the NASD was correct in 
holding Prince responsible for Comstock’s doing business while in- 
solvent during September 1972 and until he resigned on October 7, 
1972, for its failure to file the forms due during his presidency and 
for its failure to amend its NASD registration form to show that he 
had become president. As chief executive officer, he was primarily 
responsible for ensuring that Comstock complied with applicable 


38.2.0. v. Comstock Securities, Ltd., U.S.D.C. Utah, Civ. No, C-—332—72. 

4Yeaman has been barred from association with any NASD member in any capacity. 
See n. 2, supra. 

5The record indicates that Yeamanu owned a half interest in Comstock and that he 
concealed this by placing the shares in the names of nominees. 

6 Prince states that he assumed that Comstock’s problems were soluble— 

“Inasmuch as the local SEC office had allowed the firm to reopen after it had been 
ordered closed by the S.E.C. .. .” 
That statement is wholly unsubstantiated. 

We never “ordered” the firm closed, and there is no evidence that any of our regional 
or branch offices “allowed” the firm to reopen. In fact, Prince testified that on August 22, 
1972, Chytraus called a staff member of the Commission and told him that “we had 
resolved our problems and that our net cap was such and that we were going back into 
business.” The staff member’s response is not in the record. 
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governing rules.’ Here he knew that Comstock was in desperate finan- 
cial straits. Indeed, he says that one of his main functions was to stave 
off irate creditors. He also knew that Comstock’s records were in dis- 
order. He should certainly have been aware of the firm’s reporting 
obligations.® As president, he should have seen to it that those obli- 
gations were discharged. His contention that he acted in “good faith” 
is irrelevant. He should not have allowed Comstock to reopen until it 
was in compliance with applicable standards. 

We reject Prince’s “conditional president” concept. He held him- 
self out to the public as Comstock’s chief executive, and told the 
NASD’s staff that he had replaced Chytraus as president. To acquit 
Prince of responsibility for Comstock’s derelictions in these circum- 
stances “would encourage ethical irresponsibility by those who hold 
themselves out as active operating heads and who in the very nature 
of the corporate setup should be primarily responsible.” ° 


Vv 


Prince says that a lifetime bar is excessive. He claims to have done 
his best under exceptionally trying circumstances. He concedes that his 
judgment may have been bad in some respects, but contends that those 
erroneous judgments do not warrant this harsh sanction. 

The primary violation chargeable to Prince—that he authorized 
Comstock to do business while insolvent—is a most serious one. The 
conduct of a securities business involves implied representations of 
solvency and of ability to meet obligations as they arise. A profes- 
sional in the securities business who breaches those representations is 
guilty of fraud.?° 

Hence, we cannot find the sanctions imposed by the NASD exces- 
sive or oppressive, having due regard to the public interest." 

Accordingly, IT IS ORDERED that the application filed by Wil- 
liam H. Prince for review of the disciplinary action taken against him 
by the National Association of Securities Dealers, Inc. be, and it here- 
by is, dismissed. 

By the Commission (Chairman Garrett, Commissioners Loomis, 
Evans, Sommer and Potiack). 


7G. Frederic Helbig € Co., Inc., 45 S.B.C. 778, 774 (1975). L. A. Frances, Ltd., 44 
S.E.C. 588, 593 (1971). 

8 Family Funds of New York, Inc., 42 S.E.C. 120, 121 (1964). 

® Merritt. Vickers, Inc., 42 S.E.C. 274, 280 (19°4). 

10See Tanenhaus & Company, Inc., 45 S8.E.C. 464 (1974); John D. Ferris, 39 S.B.C. 
116, 119 (1959) ; Batkin & Co., 38 S.E.C. 436, 446 (1958) ; W. F. Coley & Company, inc., 
31 S.E.C. 722, 726 (1950) ; Wewis H. Ankeny, 29 S.BE.C. 514, 516-517 (1949) ; Harold 
G. Wise, 29 8. B. C. 542, 544 (1949). 

1Jt is true that Prince was Comstock’s president for only a few weeks. And it is also 
true that those weeks were seriously disturbed. But even when the most generous pos- 
sible allowances are made for the difficulties under which Prince labored, we find it hard 
to see any excuse for his lending h‘mself so prominently to the firm’s fraudulent effort 
to stay in business by hindering and delaying creditors. 





IN THE MATTER OF 
BBI, INC. 
File No. 1-4608. Promulgated September 26, 1975 
Securities Exchange Act of 1934 
STRIKING OF SECURITY FROM LISTING AND REGISTRATION 


Financial Condition and Operating Results 


Where issuer iad minimal net tangible assets, had sustained net losses in two 
of three most recent fiscal years, had operating losses in all three fiscal years and 
thus failed to meet guidelines of exchange for continued listing of its securities, 
application by exchange to strike from listing and registration, granted, not- 
withstanding issuer’s claim that because its fiscal year closed eleven days prior 
to the application’s being filed, the exchange must await receipt of financial 
statements for that just-ended year before deciding to apply for delisting. 


Scope of Commission Review 
Discretionary Determination by Exchange 


Where an exchange adheres to its delisting rules and policies, the Commission 
cannot substitute its discretion for that of the exchange. 


APPEARANCES : 
Joseph A. DeRose, vice president, for American Stock Exchange. 
Lloyd Frank, of Wolf Haldenstein Adler Freeman Herz & Frank, 


for BBI, Inc. 
FINDINGS, OPINION AND ORDER 


I 


The American Stock Exchange has applied to strike the 10¢ par 
value common stock of BBI, Inc. from listing and registration on the 
Exchange." 

Trading in the stock has been suspended by the Exchange and by 
us.? BBI opposes our granting this application. 


1The application is made pursuant to Section 12(d) of the Securities Exchange Act 
and Rule 12d2-2(c) thereunder, which provides in pertinent part that, upon application 
by a national securities exchange, a security registered with it may be stricken from 
listing and registration in accordance with the exchange’s rules and upon such terms as 
the Commission may deem necessary to impose for the protection of investors. 

2These suspensions were preceded by a sudden change in BBI’s management and a 
continuing lack of adequate information on BBI’s financial condition. 


45 §.E.C.—34——11686 
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The application is based on the Exchange’s policy to consider the 
delisting of a security where the issuer’s financial condition and/or 
its operating results appear unsatisfactory and do not warrant con- 
tinued listing, and on certain guidelines adopted to assist in the ap- 
plication of its policies. The specific guidelines cited in the application 
provides that delisting will be considered when the issuer “has net 
tangible assets of less than $2 million and has sustained net losses in 
two of its three most recent fiscal years.” 

The application states that on June 30, 1972, BBI had net tangible 
assets of only $5,264. For its three fiscal years ended June 30, 1970-72, 
BBI’s financial results were: 


Net income 
Year ended June 30: (loss) 
ADTO 2s Bice ee elas og oa ie en eee I ana eRe ($387, 000) 
$071 W055 eee 5 ed Se ee ee eee ee een Ne 121, 000 
OGD a a ee cere eee a a teeta eae ORS (1, 858, 000) 


The application also states that the latest unaudited information 
available indicated that BBI’s losses were continuing, the company 
having shown a $367,000 loss for the nine months ended March 31, 1973. 


II 


BBI’s opposition relates to the chronology of the delisting applica- 
tion. It does not dispute that : 

1, On May 11, 1973, the Exchange notified it that delisting was 
being considered ; 

2. On June 6, it met with Exchange officials and, after presenting 
its case, was informed that the Exchange’s Securities Division 
would apply to us for delisting of the BBI stock; 

3. On June 28, after exercising its right to appeal the Division’s 
decision, it met with the Exchange’s Committee on Securities of 
the Board of Governors; 

4. On July 10, at the first scheduled meeting of the Exchange 
Board’s Executive Committee after June 28, that committee 
adopted the Securities Committee’s recommendation to seek de- 
listing; and 

5. On July 11, the Exchange filed this application with us. 

Stressing the fact that its fiscal year ends on June 30, BBI maintains 
that the Exchange should have awaited receipt of BBI’s audited state- 
ments for the year ended June 30, 1973, before filing its application 
here on July 11. The guideline cited in the application refers to 
financial results of the “three most recent fiscal years,” which on July 
11, 1973 (when the application was filed) included June 30, 1973, not 
June 30, 1970. It follows in BBI’s view that the Exchange’s applica- 
tion to us of July 11 was premature. 
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BBI argues that the words “most recent” must refer to the time the 
application is filed here, and that nothing in the guideline permits 
the Exchange to substitute and use the most “recently available” fin- 
ancial information. It argues that to permit the Exchange to disregard 
the standards of its published guidelines or to interpret them arbi- 
trarily would be to render them meaningless because “reliance thereon 
by issuers or public investors as minimum criteria for continued listing 
will be impossible.” 

Til 


As we have previously pointed out, the statutory scheme for delist- 
ing of securities created by Section 12(d) of the Exchange Act requires 
us to grant an exchange’s delisting application where the Exchange has 
complied with its rules.? Of course, there is room for discretion in 
determining whether to apply those rules strictly in a particular 
situation. But that discretion belongs to the Exchange, not to us.‘ 

The Exchange’s basic policy is to contemplate delisting whenever an 
issuer’s “financial condition and/or operating results appear to be un- 
satisfactory.” The subsidiary criteria, such as the one referred to in 
this proceeding, are guidelines that assist in the application of that 
policy. Moreover, the Exchange is primarily concerned with oper- 
ating results. Its delisting policies expressly point out that “because the 
Exchange is principally concerned with the ability of a company to 
realize profit from its operations, as well as with its financial condi- 
tion, the Exchange may discount the effect of extraordinary gains in 
applying this policy.” And BBI’s operating income had been consist- 
ently negative throughout the three-year period involved.® Moreover, 
its present operations and tangible assets are minimal.’ So the Ex- 
change had good reason to consider BBI a candidate for delisting. 


IV 


BBI’s contention that the Exchange could not go forward with its 
proceedings because they happened to be in progress when the com- 


3 Federated Purchaser, Inc., 45 S.B.C. 295, 296 (1973) ; Hcological Science Corporation, 
45 S.E.C. 259, 260 (1973). 

4See Fotochrome, Inc., 43 S.E.C. 151 (1966); Federated Purchaser, Inc, 45 S.E.C. 
295, 296 (1973); Tassaway, Inc., 45 S.E.C. 706, 711 (1975) ; “Tassaway’s case is 
based entirely on hope. How realistic was that hope? And what weight should be given 
even to a realistic hope—when it is as long-deferred as this one was? These are clearly 
discretionary questions. Hence the NASD's answers to them are conclusive [emphasis 
added] and can in no event be reexamined here.” See also the cases cited in footnote 25 
to the Tassaway opinion (45 S.E.C. at 711). 

5 American Electronics, Inc., 43 S.E.C. 687, 689 (1968). 

6For the three fiscal years June 30, 1970-72, operating losses were $538,100, $37,400 
and $1,248,000, respectively. 

7 BBI was formed in 1961 to own and manage real estate, principally office buildings. 
When its stock was registered with the Exchange in 1962, BBI had over $15 million in 
gross assets and over $200,000 of net income. Today, its principal asset is a manage- 
ment contract with a non-profit country club. 
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pany’s fiscal year closed is without merit. The Exchange’s proceedings 
began well before June 30, and its Executive Committee properly con- 
sidered the financial statements then available. There were no other 
statements to consider. 

Were we to adopt BBI’s contentions, an issuer could easily frustrate 
the delisting process by simply not filing its latest financials. ‘“Most 
recent” data must mean the “most recent available.” Any other con- 
struction “would, in effect deprive the Exchange, which is in a posi- 
tion to assess the type of market it affords and represents itself to in- 
vestors as affording, of the power to make an appraisal of suitability 
for continued listing in light of ail pertinent facts and would limit it 
to the application of rigid formulae.” ® 

Moreover, even if the Exchange had allowed BBI to remain listed 
and waited the nine months it took BBI to complete its financial state- 
ments for the fiscal year ended June 30, 1973, adequate grounds for 
delisting would remain. Those statements, on file with us, show that 
during that year BBI sustained an operating loss of $515,000 from con- 
tinuing operations. Of course, in cases of this nature, we look to the 
facts as they were at the time of the Exchange’s determination.’ We 
refer to subsequent developments only because they show that waiting 
would not have advanced BBI’s cause. 

Accordingly, IT IS ORDERED that the application of the Ameri- 
can Stock Exchange to strike the common stock of BBI, Inc. from 
listing and registration on the Exchange be, and it hereby is, granted. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans, SomMER and Potuack). 


8 American Electronics, Inc., 43 S.E.C. 687, 689 (1968). 
®Tbid. at 692. 





IN THE MATTER OF 
ALBERT H. HARRIS 
NATIONAL ASSOCIATION OF SECURITIES DEALERS, INC. 
File No. 3-4418. Promulgated September 26, 1975 
Securities Exchange Act of 1934 


REGISTERED SECURITIES ASSOCIATION—REVIEW OF DISCIPLINARY 
PROCEEDINGS 


Violation of Rules of Fair Practice 
Failure to Comply with Free-Riding and Withholding Interpretation 


In proceedings for review of disciplinary action by registered securities asso- 
ciation imposing fine and censure on registered representative, association’s find- 
ing that representative's allocation of hot issue securities to parent’s account with 
no investor history constituted violation of free-riding and withholding interpre- 
tation sustained, and review proceedings dismissed, notwithstanding claim that 
purchase of such securities was consistent with objective of client’s account and 
that he could not have forecast that securities would be a hot issue. 


APPEARANCES: 


George H. Ellison, for applicant. 
John F. Mylod, Jr., Lloyd J. Derrickson and Dwight D. Keen for 
the National Association of Securities Dealers, Inc. 


FINDINGS, OPINION AND ORDER 


Albert H. Harris seeks our review of disciplinary action taken 
against him by the National Association of Securities Dealers, Inc. 
(“NASD”).1 On April 2, 1971, the NASD member firm, for which 
Harris was then a salesman, participated in the distribution of a regis- 
tered public offering of Cabot, Cabot & Forbes Land Trust. These 
securities, subordinated debentures and beneficial shares, were offered 
as a unit at $200 per unit, and the firm had 500 units for distribution. 


1QOur review was sought pursuant to Section 15A(g) of the Securities Exchange Act. 
Briefs were filed with us by applicant and the NASD, and we heard orai argument. Sub- 
sequent to the oral argument, certain changes were made in the provisious for our review 
of NASD action by the enactment of the Securities Act Amendments of 1975. We need 
not consider the question of whether or not these changes might apply to applications 
filed prior to the statutory amendments since the changes did not affect the nature or 
scope of our review in this case. 


45 S.E.C.—34 11687 
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The units advanced to an immediate premium in the secondary mar- 
ket,? and the offering was characterized by the NASD as a “hot issue.” 

The NASD found that Harris sold 50 of the new units to the trust 
account of his mother. Based on this, the NASD concluded that 
Harris had violated Section 1 of Article III of its Rules of Fair prac- 
tice by failing to comply with its interpretation regarding free-riding 
and withholding.* The NASD fined Harris $1,000, censured him ana 
assessed costs.* 

The NASD’s free-riding and withholding interpretation provides 
that a person associated with a member who participates in a public 
offering of securities which immediately trade at a premium in the 
aftermarket must make a bona fide distribution of such securities to 
the public. To that end, he may not sell any of the securities to any 
officer, director, or employee of the member, to any person associated 
with the member, or to any member of the immediate family of such 
persons. The term “immediate family” is defined to include parents. 
The interpretation provides that allocations can be made to such an 
account only if the securities are sold in accordance with the account’s 
normal investment practice with the member, and the aggregate 
amount of the securities sold is insubstantial and not disproportionate 
as compared to sales to members of the public. It defines “normal in- 
vestment practice” to mean the history of investment in an account 
with the member which “must include purchases with some 
regularity.” 

Harris does not dispute that he arranged the sale of 50 units to 
his mother’s trust account. In fact, he recommended the units to the 
trustee and tried to get another 25 from the firm. He argues, however, 
that what was done was permissible under the interpretation. The in- 
terpretation allows sales to immediate family if such sales are in 
accordance with the person’s normal investmenmt practice with the 
member firm.’ Harris construes this “normal investment practice” 
standard as referring to the quality or type of securities purchased 
and not to the quantity or frequency of purchases.® But his construc- 
tion is incompatible with the definition included in the interpretation. 


2 On the offering date, the bids ranged from $215 to $230, a premium of 7.5% to 15% 
over the public offering price. 

3 Section 1 of Article III requires the observance of high standards of commercial honor 
and just and equitable principles of trade. The interpretation, issued under that section, 
recites that a member, or person associated with a member, participating in a public se- 
curities offering has an obligation to make a bona fide public distribution of the securi- 
ties at the public offering price. NASD Manual {§ 2151, pp. 2039-45. 

*The NASD’s Board of Governors affirmed both the findings and penalties imposed by 
the District Business Conduct Committee. 

5 Neither the NASD’s complaint nor its decision refers to the “insubstantial” and “not 
disproportionate” tests. Hence, they are not at issue here. 

6 Harris argues that his mother’s account is composed of income producing securities 
and that purchase of these units, yielding over 8%, was consistent with that objective, 
thus constituting a normal investment for this type client. He also points out that the 
units were not immediately resold to obtain a capital gain. 
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The NASD’s interpretation specifically defines “normal investment 
practice” to mean “the history of investment in an account with the 
member,” and that “{sluch history must include purchases with some 
regularity.” * The record shows that Harris’ mother’s trust account 
had no prior purchases with his firm. Hence Harris’ allocation did not 
fall within those permitted by the interpretation, and we affirm the 
NASD ’s finding of violation. 

Harris asserts that he acted in good faith because neither he nor 
his firm had reason to assume that there would be an excessive demand 
for these units, creating an immediate premium in their price and 
rendering them a hot issue.* He says that he was told by the firm and 
others that the securities were not in demand. He claim to have been 
just helping his employer in getting rid of the units. 

Harris’ claim of good faith, his ignorance of any excessive demand 
for the Cabot offering, and his desire to assist the firm are irrelevant 
on the question of violation.® While these claims could have some 
bearing on the appropriateness of the sanctions imposed,’ the record 
does not support them. It shows that Harris solicited the trustees’ 
purchase for his mother well before the offering date. He says he could 
not then have guessed that the offering was to go to an immediate 
premium. He admitted that he was aware that “hot issues” could not 
be sold to restricted accounts, and that, although the trustee had asked 
for 25 units more than he had, his firm had none left, indicating they 
were sold out. More importantly, he admitted knowing that on the 
offering date, the units were selling at a premium. We have previously 
held that where an offering rises to an immediate premium there is a 
presumption that additional public customers were available." His 
being aware of limitations relating to selling new issues to members 
of his family should have produced greater caution on his part to 
insure compliance with the NASD interpretation. 

We cannot accept Harris’ contention of prejudice because the mem- 
ber firm, initially named as a respondent on account of Harris’ trans- 
action, entered into a settlement with the NASD. A full record was 
made before both the District Conduct Committee and the Board of 
Governors, during which Harris had ample opportunity to present his 
case. Nowhere in the decisions of either is there reference to such 
settlement.*? 






7NASD Manual p. 2045. 

8 The interpretation apnlies only to new issues which advance to an immediate premium. 

® Rothschild Securities Corporation, 45 S.E.C. 444, 446 (1974). 

10 Ibid. 

11 Rentz & Company, Inc., 43 S.E.C. 436, 440 (1967). 

13 Harris also claims that an NASD investigator assured him shortly after the offering 
that, while the allocation was quest’onable and should not be repeated, action would not 
be taken by the NASD. Having been so advised, Harris did not reverse the transaction, 
which he states he would have done. Accepting Harris’ uncorroborated statement as true, 
such “assurance” does not eston the NASD from instituting the proceeding. Safeco Se- 
curities, Inc., 45 S.E.C. 303, 305-306 (1973). 
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We also reject his argument that the NASD interpretation is “un- 
constitutionally vague.” The terms “hot issue,” “immediate family,” 
and “normal investment practice” are clearly defined, and there is no 
ambiguity about the restrictions applicable to a “hot issue.” 

Where we find, as we do here, that a violation occurred, our review 
function is limited to whether the penalties imposed by the NASD are 
excessive or oppressive, having due regard for the public interest.’* 
Under the circumstance, we can not make that finding." 

The free-riding and withholding interpretation and the concern 
which it reflects have been the subject of repeated emphasis by the 
NASD and by us.?® It is designed to prevent sales practices which 
contribute to artificial increases in the price of securities by restricting 
the supply available for distribution to the public and give those par- 
‘ticipating in the distribution, or those improperly favored, an unfair 
advantage.’® 

Accordingly, IT IS ORDERED that these proceedings for review 
be, and they hereby are, dismissed. 

By the Commission (Chairman Garrett and Commissioners Loomis, 
Evans, SomMEr and Potuack). 


13 Section 15A(h) of the Exchange Act. See also Section 19(e)(2) as added by the 
Securities Acts Amendments of 1975. 

14 Harris urges that he should be excused for “justifiable cause,” citing Lerner & Oo., 
37 SEC 850 (1957). That case held only that the failure to perform on a contract was 
not violative of Section 1 of Article III of the NASD’s rules unless the ‘‘breach was com- 
mitted without equitable excuse or justification.” It is totally inapplicable to a ‘“‘free- 
riding and withholding” case where the proscribed conduct is specified in the context of 
an interpretation which prescribes explicit standards clearly designed to promote just 
and equitable princinles of trade. 

18 See, e.g., Robert H. Meyers & Co., 45 S.B.C. 211, 218 (1978). 

16 Rentz & Company, Inc., 43 S.E.C. at 438. ‘“‘There was no need under the interpreta- 
tion to prove a causal connection between applicant’s sales to the category (4) persons 
[i.e., to restricted persons] and the price increase or that applicant realized any addi- 
tional profit from those sales.’’ Id. at 440. 





IN THE MATTER OF 


GOFFE-CARKENER-BLACKFORD SECURITIES 
CORPORATION 


A. VINCENT BLACKFORD 
File No. 38-3870. Promulgated September 29, 1975 


Securities Exchange Act of 1934 


BROKER-DEALER PROCEEDINGS 


Grounds for Remedial Action 
Net Capital Deficiencies 
Failure to Comply with Recordkeeping and Reporting Requirements 
Where registered broker-dealer and its president failed to comply with net 
capital, recordkeeping and reporting requirements, held, in public interest to 
revoke firm’s registration and bar president in light of their previous history of 
misconduct. 
Assets Includable in Net Capital 
Collateral Given by Broker-Dealer for Loan 
Where broker-dealer pledged illiquid stock as collateral for a loan to it by 
company wholly owned by broker’s president, collateral could not be included in 
broker’s capital to extent of the indebtedness since, where loan is not an arms- 
length transaction, broker must be able to show that the value of the collateral 
is sufficient to provide adequate security for the loan. 


Secured Loan Made by Broker-Dealer 


Where broker-dealer received stock as collateral for a loan made by it, loan 
could not be included as an asset for net capital purposes since broker failed to 
establish that the receivable, even though ostensibly secured, was readily con- 
vertible into cash. 


APPEARANCES: 


Clem W. Fairchild and David R. Dill, of Linde Thomson Van Dyke 
Fairchild & Langworthy, for respondents. 

William D. Goldsberry and Joan M. Fleming, of the Chicago Re- 
gional Office of the Commission, for the Division of Enforcement. 


FINDINGS, OPINION AND ORDER 


This is an appeal by Goffe-Carkener-Blackford Securities Corpora- 
tion (“registrant”), a registered broker-dealer, and A. Vincent Black- 
ford, its president, from an adverse decision by an administrative law 


45 S.E.C.—34——11690 
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judge. Respondents seek review of the hearing officer’s conclusion that 
they violated the provisions of our net capital rule in 1971 and 1972.* 


NET CAPITAL VIOLATIONS 


The hearing officer found that registrant conducted business with 
net capital deficiencies during two separate periods—the first cover- 
ing month-end dates from August 1971 through January 1972, and 
the second, month-end dates in November and December 1972.’ Res 
olution of the question of whether there were violations during the 
initial period turns on the proper treatment to be accorded a loan 
made to registrant and the collateral it gave to secure that loan. 

In December 1969, when registrant was still a member of the Mid- 
west Stock Exchange,’ the exchange notified the firm that it had to 
obtain additional capital. Accordingly, in February 1970, Blackford 
caused Central Enterprise Company, a corporation of which he was 
sole stockholder, to lend registrant $25,000. As security for the loan, 
registrant pledged 1,500 shares of common stock of Goffe and Car- 
kener, Inc. (“G & C”), a commodity brokerage firm controlled by 
Blackford. The hearing officer concluded that, in computing regis- 
trant’s net capital, the Central loan must be included in the firm’s 
“aggregate indebtedness,” and that, for net capital purposes, no value 
could be ascribed to the G & C stock. We agree. Our reasons for doing 
so are stated below. 

During the period in question, the net capital rule permitted a 
broker-dealer to exclude from the computation of his “aggregate in- 
debtedness” any indebtedness that was “adequately collateralized” 
by securities belonging to him.‘* But collateral was not to be deemed 
adequate unless “the difference between the amount of the indebtedness 
and the market value of the collateral [was] sufficient to make the loan 
acceptable as... fully secured ... to banks regularly making com- 
parable loans to brokers or dealers in the community.” 

Respondents have not shown that the Central loan met that test. No 
professional market existed for the G & C stock. And Blackford’s 
testimony with respect to a few scattered transactions in the stock was 
wholly inadequate to establish its market value, if any, during the 


1 Rule 15c3-1 under Section 15(c) (8) of the Securities Exchange Act. 

*Contrary to the contention of our staff, the hearing officer concluded that the firm’s 
net capital should be credited with matured municipal bond coupons and the accrued 
interest on municipal bonds in the firm’s inventory. Our staff did not appeal from that 
determination. After giving registrant credit for these items, its net capital deficiencies 
ranged from $9,551 to $22,929 during the August 1971-January 1972 period, and amounted 
to $1395 as of November 30, 1972 and $1,760 as of December 31, 1972. 

‘Registrant terminated its membership in April 1971. 

*Subsection (c) (1) (A). 

5 Subsection (c) (6). 
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period in question, much less that a loan so secured would have been. 
acceptable to a bank making similar loans in the community. 

As for the value of the G & C stock as an asset, the net capital rule 
required that registrant’s net worth be adjusted by deducting all “as- 
sets which [could] not be readily converted into cash (less any indebt- 
edness secured thereby.” * In the absence of a professional market for 
the stock, it could not be included as an asset for net capital purposes 
unless respondents could supply clear proof of its ready convertibility 
into cash.’ This they failed to do. It is true that assets which are not 
readily convertible into cash may be included in a broker’s net capital 
to the extent they constitute “bona fide collateral” for a loan.* But re- 
spondents have not shown that the G & C stock was bona fide collat- 
eral. In a situation such as this, where the loan was not an arms-length 
transaction, a broker-dealer must do more than go through the 
motions of designating illiquid stock as collateral in order to convert 
it into an asset for net capital purposes. He must be able to show that 
at all relevant times the value of the collateral was such as to provide 
adequate security for all or some part of the loan.*® No such showing 
was made here. 

Although respondents go so far as to concede that “the record does 
not give a clear cut answer,” they contend that the Midwest Stock Ex- 
change and, in particular, one of its vice presidents, were fully in- 
formed of the details of the Central loan and did not question the way 
registrant treated it for net capital purposes. We agree with the hear- 
ing officer’s conclusion that the record does not support this contention. 
In any event, respondents cannot shift their responsibility for compli- 
ance with net capital requirements to the agency that regulates them.” 
Moreover, as respondents were well aware, at the time of the violations 
herein registrant was no longer subject to the net capital requirements 
of the exchange but to those of this Commission." 

The question of whether registrant violated the net capital rule in 
November and December 1972 also turns on the proper treatment to be 
accorded a loan and the collateral ostensibly securing it. This time, 
however, the loan was made by registrant which received certain stock 
as security. 

6 Subsection (c)(2)(B). 

7Don D. Anderson & Co., Inc. v. S.H.C., 423 F. 2d 813, 816-17 (C.A. 10, 1970), aff’g 
Don D. Anderson & Co., Inc., 48 S.E.C. 989 (1968) ; George A. Brown, 43 S.E.C. 490, 498 
Tie Exchange Act Release No. 8024, p. 8 (January 18, 1967). See WEISS, REG- 
ISTRATION AND REGULATION OF BROKERS AND DEALERS 59 (1965). 

®°Cf. Midwest Planned Investments, Inc., 42 S.E.C. 558, 560-61 (1965). 

10 Don. D. Anderson & Co., Inc. supra, 43 S.E.C. at p. 991. 

11 Until recently, our net capital rule exempted brokers who were exchange members 
subject to the capital rules of the various exchanges. (Subsection (b)(2) As previously 


noted, registrant terminated its Midwest membership in April 1971, prior to the periods 
at issue here. 
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The loan, which amounted to $3,528 as of November 30, 1972 and 
$3,283 as of December 31, 1972, was granted by registrant to the 
Blackford and Company Profit Sharing Trust, a profit sharing plan 
set up by Blackford in 1961 or 1962 for the benefit of the employees 
of registrant’s predecessor, Blackford & Co., Inc.’* Blackford per- 
sonally guaranteed the loan and deposited with registrant 275 shares 
of common stock of Comet Island Corporation as collateral for his 
guarantee. Blackford was one of four incorporators of Comet Isand, 
served as its president, and held 28% of its stock. The remaining 
shares were held by the three other incorporators and there had 
never been any trading in the stock. 

Our net capital rule required “all unsecured advances and loans” 
to be deducted from a broker-dealer’s net worth as asset not readily 
convertible into cash.’* However, secured receivables also had to be 
deducted if a broker could not demonstrate their ready convertibility." 

Respondents admit that the Comet Island stock was not readily 
convertible into cash. However, they rely on the letter of a bank 
president, dated November 1, 1972, stating that the bank would be 
willing to lend up to $20 a share on 275 shares of Comet Island for 
a 12-month period. A staff investigator testified that the bank presi- 
dent admittedly would have granted the loan without any collateral 
“because he [knew] Mr. Blackford.” 

In any event, the fact that a bank may have been willing to lend 
money on the illiquid Comet Island stock did not convert the loan it 
collateralized into a readily convertible asset for net capital purposes. 
As we said on this subject some years ago: 


“Banks are in the business of lending money to make money an¢ they 
voluntarily assume certain business risks for that purpose. Their large 
and diversified loan portfolios enable them to minimize the adverse im- 
pact of a delay or default in repayment. Investors who deal with 
brokers and dealers, on the other hand, do not undertake to assume the 
risk that the broker with whom they deal will find himself in an illiquid 
position that precludes him from meeting his obligations with dispatch, 
and the net capital rule is designed to assure that liquid assets will be 
available for their protection.” * 


Had Blackford caused registrant to buy the Comet Island stock 
from him for $3,000, registrant’s net capital would have been di- 
minished by that amount. Three thousand dollars in cash would have 


12In our experience profit sharing trusts are normally lenders. They seldom have oc- 
easion to borrow. Why this profit sharing plan was borrowing from the broker-dealer 
was never explained. 

13 Subsection (c) (2) (B). 

144 Don D. Anderson & Oo., Inc., 45 S.B.C. 219, 221 (1978) ; Securities Exchange Act 
Release No. 8024, p. 9 (January 18, 19°7). 

15 John W. Yeaman, Inc., 42 S.E.C. 500, 504-505 (1965). 
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been gone. And the illiquid asset acquired for that sum would not 
have been includable. In substance, that is exactly what happened 
here. And the result is the same. Respondents could not circumvent 
our net capital rule by injecting a loan to a controlled entity into the 
picture. As noted earlier, the securities business is altogether different 
from commercial banking. That is not to say that brokers and dealers 
are necessarily barred from making loans of the type that commercial 
banks are in the business of making. But they can do so only when 
their capital positions are such as to enable them to engage in lending 
activities of that type without subjecting the investors with whom 
they deal to undue risk. 

Had the profit sharing plan’s obligation been evidenced by a note *® 
and had an adequate showing been made that there was a ready market 
for that note, the result would be different. Then the note would have 
been an asset readily convertible into cash.* Here so far as we can 
tell from the record before us, there was no note.’® And there is no 
suggestion that there was any sort of a market for what appears to 
have been a mere book account. What respondents had to show by 
“convincing evidence” ?® was that the loan itself was marketable, i.e., 
that the loan was immediately salable to investors willing to step into 
registrant’s shoes vis-a-vis the profit sharing plan. This they failed 
to do. 


We conclude, as did the hearing officer, that registrant, willfully 
aided and abetted by Blackford, willfully violated the net capital 
provisions of Section 15(c) (3) of the Securities Exchange Act and 
Rule 15c3-1 thereunder as of all of the month-end dates in question. 


OTHER VIOLATIONS 


The hearing officer found, and respondents have not challenged on 
review, that registrant, willfully aided and abetted by Blackford, 
willfully violated: 

1. Section 15(b) of the Exchange Act and Rule 15b3-1 thereunder 
in that registrant failed promptly to amend its application for broker- 
dealer registration to correct information concerning its officers, direc- 
tors and stockholders, and to disclose the fact that it had terminated 
its membership on the Midwest Stock Exchange; 

2. Section 17(a) of the Exchange Act and Rule 17a-3 thereunder in 
that registrant failed to make and keep current a properly executed 


16 No claim is made that there ever was any note. Respondents talk about an “advance” 
to the profit sharing plan. That advance was not carried on registrant’s books as a “note 
receivable.” 

17 Securities Exchange Act Release No. 8024, p. 9 (January 18, 1967) 

18 See n. 16, supra. 

Securities Exchange Act Release No. 8024, p. 9 (January 18, 1967). 
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questionnaire or application for employment for one of its salesmen ; 
and 
3. Section 17(a) of the Exchange Act and Rule 17a-11 thereunder 
in that registrant failed to give the Commission telegraphic notice 
when its net capital became deficient and to file required financial 
reports. 
PUBLIC INTEREST 


The administrative law judge revoked registrant’s broker-dealer 
registration, and barred Blackford from association with any broker 
or dealer with the proviso that, after one year, he could apply to us 
for permission to become so associated in an adequately supervised 
position. 

Respondents argue that the sanctions are too severe and exceed those 
recommended by our staff and originally contemp!ated by the hearing 
officer. They assert, among other things, that there was no effort on 
their part to conceal the Central transaction, that no customer lost any 
money, and that there is little likelihood of future risk to customers 
since registrant no longer handles their funds or securities. 

Were this the first disciplinary action against respondents, we might 
consider reducing the sanctions imposed on them. But this is the third 
time that respondents have been found in violation of net capital re- 
quirements. In 1970, the Midwest Stock Exchange disciplined them 
twice for such infractions.”° And, following the second disciplinary 
action, there was another instance of juggling of assets in Blackford- 
controlled entities of the type we have seen in this proceeding, conduct 
which the hearing officer characterized as Blackford’s “propensity . . . 
to act in his own interest regardless of the risks to which registrant’s 
customers might be exposed.” As part of the sanctions imposed in the 
two exchange actions, the exchange required registrant to maintain 
$25,000 above minimum net capital requirements and to furnish it with 
monthly capital computations. Although the exchange had warned 
Blackford that certain bonds in registrant’s inventory had no in- 
dependent market and could not be included in net capital unless regis- 
trant borrowed money against them from a bank, the capital computa- 
tion registrant submitted as of December 31, 1970 included $10,000 for 
the bonds on the basis of a loan from G & C with the bonds as col- 
lateral. The exchange formally advised Blackford in March 1971 that 
his action had caused a violation of the net capital restriction that had 
been placed on his firm, and warned him against any repetition. At 
that point, if not before, Blackford should have been aware that regis- 


* The exchange also sanctioned respondents for filing a certified audit report a month 
late, despite the fact that two extensions of time had been granted. 
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trant’s net capital treatment of the similar Central transaction was 
improper. But no change was made in that treatment. 

The record reflects two additional disciplinary actions against re- 
spondents. In 1964, the National Association of Securities Dealers, Inc. 
(“NASD”) took action against Blackford and registrant’s predeces- 
sor, Blackford & Co., Inc. The NASD found that in connection with a 
securities offering, of which Blackford & Co. was managing under- 
writer, the firm and Blackford sent confirmations to persons who had 
not agreed to purchase stock. Then, knowing that the issue had not 
been completely sold, they announced that the offering had been closed 
and commenced a premature trading market in the stock in order to 
promote its sale.” 

In 1973, the Department of Agriculture disciplined Blackford and 
G & C, a futures commission merchant then registered with the De- 
partment under the Commodity Exchange Act. The Department found 
that Blackford had illegally caused G & C to pledge customers’ securi- 
ties for a general purpose loan to the firm, thereby exposing the securi- 
ties to possible forfeiture to the bank if the loan were not repaid. The 
Department also found that G & C and Blackford deliberately sub- 
mitted a materially false financial statement to it for the purpose of 
misleading it and the Chicago Mercantile Exchange. That exchange 
had had a series of meetings with Blackford which culminated in an 
exchange directive that G & C increase its liquid capital in certain 
amounts by certain dates—all prior to July 1, 1971. The financial state- 
ment, which was submitted as of July 1, represented that G & C and 
Blackford had complied with the exchange’s directive by that date. 
In fact, such was not the case. 

Thus, respondents have a history of serious and repeated miscon- 
duct. We agree with the law judge that in such a case the public inter- 
est calls for drastic remedies. Hence, we consider the sanctions that he 
imposed appropriate. 

Accordingly, IT IS ORDERED that the registration as a broker 
and dealer of Goffe-Carkener-Blackford Securities Corporation be, 
and it hereby is, revoked; and it is further. 

ORDERED that A. Vincent Blackford be, and he hereby is, barred 
from being associated with any broker or dealer with the proviso that, 
after one year, he may apply to the Commission for permission to be- 
come so associated in a position in which he will receive adequate 
supervision. 

By the Commission (Chairman Garrett and Commissioners 
Loomis, Evans and Sommer); Commissioner Potiack not 
partic'pating. 


2 Complaint No. K-52, District No. 4. The NASD also found that Blackford & Co. 
failed to comply with credit extension and recordkeeping requirements. 
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